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for  the  Northern  District  of  California 


BRIEF  FOR  APPELLEE 


OPINION  BELOW 

The  Memorandum  of  Decision  by  the  Honorable  W. 
T.  Sweigei-t,  Judge  of  the  United  States  District 
Court,  appears  in  the  Clerk's  Transcript  of  Record  at 
R.  146-100. 

This  Memorandiun  of  Decision  reviews  each  of  the 
Issues  as  presented  by  the  Final  Pretrial  Confer- 
ence—Plan of  Trial  Order  (CT  87)  and  analyzes  each 
issue  by  applying  the  facts  of  this  case,  as  disclosed  by 
the  evidence,  to  the  applicable  law.  The  following 
issues  are  analyzed  in  that  manner: 


(a)  Proof  of  Loss  Issue  (CT  147)  ; 

(b)  Loss  of  Insurable  Interest  Issue  (CT  148)  ; 

(c)  Increased  Hazard  Issue  (CT  150) ; 

(d)  Actual  Damage  Issue  (CT  152) ; 

(e)  Allowance  for  Removal  of  Certain  Fixtures 
(CT  159). 

Because  this  Memorandiun  of  Decision  is  such  a 
comprehensive  analysis  of  the  law  as  applied  to  the 
facts  found  from  the  evidence  in  this  case,  counsel 
for  appellee  has  consciously  abandoned  the  pride  of 
authorship  usually  attendant  upon  the  writing-  of  a 
Brief  for  appellee  and  has  adopted  all  of  those  cita- 
tions and  analysis  in  the  Memorandum  of  Decision 
as  they  apply  to  the  issues  on  appeal.  Seldom  has 
counsel  for  appellee  seen  an  opinion  that  more  con- 
cisely, more  authoritatively,  or  more  completely  covers 
an  analysis  of  not  only  the  evidence  relied  upon  in  the 
findings  of  facts,  the  law  relied  upon  to  apply  to  the 
facts,  but  also,  the  conclusions  drawn  from  the  appli- 
cation of  the  law  to  the  facts  as  shown.  For  this 
reason,  no  novel  approach  will  be  assumed  in  this 
brief;  the  Memorandiun  of  Decision  is  more  than 
adequate  to  answer  all  contentions  made  by  appel- 
lant in  its  opening  brief. 


STATEMENT  OF  JURISDICTION 

The  United  States  District  Court  for  the  Northern 
District  of  California  had  jurisdiction  to  remove  from 
the  Superior  Court  of  California  in  and  for  the  City 


and  County  of  San  Francisco,  where  the  action  was 
initially  filed,  pursuant  to  28  USC  §1441  (a).  Orig- 
inal jurisdiction  is  based  upon  §  28  USC  1332  (a) 
(2),  a  civil  action  between  a  citizen  of  the  State  of 
California  and  a  citizen  of  a  foreign  country  in  which 
the  amoimt  in  controversy  exceeds  $10,000.00.  (RT 
2,  3.)  This  court  has  jurisdiction  of  the  appeal  under 
28  USC  sS  1291. 


STATEMENT  OF  FACTS 

(A)  The  Summary  Adjudication  of  Facts,  dated 
August  16,  1967,  as  modified  by  Order  dated  Novem- 
ber 24,  1967,  presents  the  facts  as  follows : 

''1.  That  title  to  the  real  property  located  at 
2116  Jefferson  Street,  Berkeley,  California,  was 
vested  in  The  Sisters  of  the  Presentation,  a  Cali- 
fornia corporation,  on  Jime  8,  1966 ; 

2.  That  title  to  the  'old  convent  building'  situ- 
ate on  the  premises  described  in  paragraph  1 
above  was  vested  in  The  Sisters  of  the  Presenta- 
tion, a  California  corporation,  on  June  8,  1966 ; 

3.  That  effective  December  1,  1961,  in  con- 
sideration of  a  premium  paid,  defendant  executed 
to  plaintiff  for  a  term  of  five  years  a  standard 
California  fire  insiu^ance  policy  insuring  plaintiff 
against  loss  by  fire  of  that  certain  building  de- 
sciT-bed  in  paragraph  2  above ;  that  said  policy  of 
insurance  was  in  full  force  and  effect  on  June  8, 
1966,  and  that  plaintiff  was  the  beneficiary  thereof 
and  owner  of  the  insurable  interest  therein  on 
June  8,  1966; 

4.  That  as  of  Jime  8,  1966,  plaintiff*  has  not 
assigned  its  title  or  interest  in  and  to  the  proper- 


ties  described  in  paragraphs  1  and  2  above  to  the 
Roman  Catholic  Bishop  of  Oakland  or  to  any 
other  person ; 

5.  That  the  agreement  dated  April  20,  1964, 
between  the  plaintiff  and  the  Roman  Catholic 
Bishop  of  Oakland  did  not  affect  plaintiff's  legal 
title  to  the  properties  described  in  paragraphs  1 
and  2  above,  nor  did  said  agreement  divest  plain- 
tiff of  its  interest  in  the  policy  of  insurance  de^ 
scribed  in  paragraph  3  above  or  its  rights  to 
damages  as  beneficiary  of  said  policy  of  insur- 
ance; 

6.  That  the  contracts  entered  into  by  the 
Roman  Catholic  Bishop  or  any  other  person  act- 
ing in  his  behalf  relating  to  the  demolition  of  the 
building  described  in  paragraph  2  above  did  not 
affect  plaintiff's  title  to  said  building  or  in  any 
way  defeat  plaintiif's  insurable  interest  therein 
as  beneficiary  under  the  policy  of  insurance  de- 
scribed in  paragraph  3  above; 

7.  That  the  building  described  in  paragraph  2 
above  was  damaged  by  fire  on  June  8,  1966;  ..." 

(B)  Correspondence  was  dispatched  between  the 
parties  after  the  fire  loss  on  June  8,  1966  as  follows : 

(1)  June  17,  1966:  Letter  from  Tobin  &  Tobin 
to  Royal  Insurance  Company,  Limited,  forwarding 
proof  of  loss  and  appointing  appraiser.  (Exhibit  1, 
RT  9.) 

(2)  June  21, 1966:  Sworn  Statement  in  Proof  of 
Loss,  dated  June  21,  1966,  submitted  by  plaintiff  in 
accordance  with  the  provisions  of  the  policy.  (Exhibit 
1,  RT  14.) 


(3)  June  29,  1966:  Letter  from  the  General  Ad- 
justment Bureau  acknowledging  receipt  on  Jime  23, 
1966,  of  Proof  of  Loss  dated  June  21,  1966.  This 
letter  sets  forth  certain  objections  to  the  form  of 
Proof  of  Loss.  (Exhibit  2,  RT  24.) 

(4)  Juhj  7,  1966:  Plaintiff's  letter  to  the  General 
Adjustment  Bureau  offering  to  meet  with  the  adjus- 
ter and  requesting  their  aid  and  cooperation  in  prop- 
erly preparing  the  Proof  of  Loss  according  to  their 
standards.  Further,  demand  again  made  for  appoint- 
ment of  appraiser.  (Exhibit  3,  RT  23.) 

(5)  July  29,  1966:  Letter  from  Tobin  &  Tobin  to 
Augustus  Castro  extending  time  to  defendant  to  ap- 
point appraiser.  (Exhibit  3,  RT  23.) 

(6)  August  26,  1966:  Letter  from  Tobin  &  Tobin 
to  Augustus  Castro  requesting  evaluation,  failing  this, 
demanding  arbitration  under  the  terms  of  the  policy. 
(,Exhibit  5,  RT  23.) 

(7)  September  21,  1966:  Letter  from  Tobin  & 
Tobin  to  Augustus  Castro  demanding  arbitration  and 
reviemng  entire  course  of  correspondence  to  date. 
(Exhibit  6,  RT  23.) 

(8)  September  22,  1966: 

(a)  Letter  from  Augustus  Castro  to  Tobin  & 
Tobin  advising  appointment  of  appraisers  would  be 
useless.  (Exhibit  7,  RT  26.) 

(b)  Letter  from  Augustus  Castro  to  Tobin  & 
Tobin  objecting  to  appointment  of  R.  E.  Saleme  Co., 
as  appraiser.  (Exhibit  8,  RT  26.) 
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(c)  Letter  from  Augustus  Castro  direct  to  The 
Sisters  of  the  Presentation  requesting  examination 
under  oath  and  production  of  docmnents.  (Exhibit  9, 
RT  17.) 

(9)  September  28, 1966 :  Letter  from  Tobin  &  Tobin 
to  Augustus  Castro  advising  that  previous  religious 
commitments  precluded  attendance  in  accordance  with 
the  company's  demand;  advising  availability  at  other 
times,  answering  other  inquiries.  (Exhibit  10,  RT 
125.) 

(C)  September  28, 1966:  Plaintiff  filed  its  action  in 
the  Superior  Court  of  California  for  the  City  and 
Coimty  of  San  Francisco.  Said  action  was  subse- 
quently removed  to  the  Federal  Court. 

(D)  February  13,  1967:  The  depositions  of  Merle 
W.  Garing,  Abdo  S.  Allen,  and  Clement  J.  Finney, 
Jr.,  were  taken. 

(E)  February  14,  1697:  Depositions  of  Mother 
Mary  Thaddea  and  Sister  Mercedes  were  taken. 

At  the  opening  statement,  plaintiff's  counsel  placed 
upon  the  blackboard  a  chronological  diagram  showing 
each  relevant  event  set  forth  above.  This  diagram 
demonstrated  conclusively  that  the  demolition  did  not 
taken  place  until  after  the  fire  loss  occurred. 


ARGUMENT 

POINT  I 

THE  SISTERS  DID  NOT  LOSE  THEIR  INSURABLE  INTEREST  IN 
THE  CONVENT  BUILDING  BY  REASON  OF  COLLATERAL 
CONTRACTS  ENTERED  INTO  PRIOR  TO  THE  FIRE. 

Appellant  attempts  to  fix  various  times  at  which  the 
Sisters  lost  their  insurable  interest  in  the  convent. 
Each  will  be  taken  in  its  turn  and  analyzed  to  deter- 
mine if  the  insurable  interest  terminated: 

(1)  April  20,  1964 — Execution  of  the  agreement 
with  the  Bishop  dExhibit  A)  in  evidence: 

"Once  that  Agreement  was  executed,  the  Sisters 
no  longer  had  a  pecimiary  interest  in  the  old 
convent's  preservation."  (Appellant's  Opening 
Brief,  p.  15.) 

Having  made  this  statement.  Appellant  immediately 
retreats  from  it  when  he  says: 

"Arguably,  the  sisters  did  not  lose  all  of  their 
insurable  interest  in  the  old  convent  when  the 
April  20,  1964  Agreement  was  executed  .  .  .  ," 
(Appellant's  Opening  Brief,  p.  17.  Emphasis 
added.) 

This  contention  was  niled  upon  initially  by  Judge 
Zirpoli  in  his  determination  on  the  Motion  for  Sum- 
mary Judgment: 

"5.  That  the  agi'eement  dated  April  20,  1964, 
between  the  plaintiff  and  the  Roman  Catholic 
Bishop  of  Oakland  did  not  affect  plaintiff's  legal 
title  to  the  properties  described  in  paragraphs  1 
and  2  above,  nor  did  said  agreement  divest  plain- 
tiff of  its  interest  in  the  policy  of  insurance  de- 
scribed in  paragraph   3   above   or   its   rights  to 


damages  as  beneficiaiy  of  said  policy  of  insur- 
ance;" (CT  p.  62,  lines  17-28.) 

In  his  Memorandum  of  Decision,  Judge  Sweigert 
meets  this  contention  directly: 

"...  that  at  the  time  of  fire  loss  the  sisters  had  not 
otherwise  assigned  or  otherwise  parted  with  their 
title  or  interest  in  the  old  convent  building  or  to 
the  land  on  which  it  stood ;  that  the  building  still 
had  an  insurable  potential  use  and  value  to  the 
sisters  so  long  as  it  stood  in  place  and  in  the  event 
of  change  of  arrangements  with  the  Bishop  for 
any  reason  (See,  Boniherger  v.  McKelvey,  35  Cal. 
2d  607,  613-614,  220  P.2d  729,  733  (1950)),  a 
matter  with  which  the  defendant  company  would 
have  no  legal  concern."  (CT  148,  line  25  to  149, 
line  10.) 

Directly  on  this  point,  dealing  with  collateral  con- 
tracts that  have  an  effect  upon  insurance  proceeds, 
the  Court  of  Appeal  of  the  State  of  California  has 
clearly  defined  the  state  of  the  law  in  California : 
"Our  research  has  failed  to  disclose  any  Cali- 
fornia authority  on  the  precise  point  raised  by 
the  parties.  We  find  that  New  York  has  adopted 
the  rule  that  an  insurer  is  not  entitled  to  the 
benefit  of  the  fact  that  the  insured's  loss  has  been 
cured  by  the  act  of  a  third  party,  but  that  its 
liability  under  the  policy  remains  unaffected.  We 
are  in  accord  with  the  New  York  rule.  We  find 
the  rule  first  expressed  in  the  case  of  Foley  v. 
Manufacturers'  &  Builders'  Fire  Ins.  Co.  of  New 
York  (1897)  152  N.Y.  131  [46  N.E.  318].  In  that 
case,  the  plaintiffs  were  the  owners  of  land  upon 
which  certain  buildings  were  being  constructed. 
When  the  buildings  were  near  completion,  they 


were  destroyed  by  a  fire,  and  plaintiffs  sought 
recovery  under  their  policy  of  fire  insurance.  De^- 
fendant  insurer  denied  liability,  asserting  that 
the  building  contractor,  pursuant  to  its  agree- 
ment with  plaintiffs,  was  still  obligated  to  com- 
plete the  buildings  at  no  additional  cost  to  plain- 
tiffs. The  court  rejected  the  insurer's  contention, 
and  stated,  at  page  319  [46  N.E.] :  'But  the  con- 
tract relations  between  the  plaintiffs  and  the  con- 
tractors is  a  matter  in  which  the  defendant  has 
no  concern  .  .  .' 

''The  fact  that  improvements  on  land  may  have 
cost  the  owner  nothing,  or  that,  if  destroyed  by 
fire,  he  may  compel  another  person  to  replace 
them  without  expense  to  him,  or'  that  he  may 
recoup  his  loss  hy  resort  to  a  contract  liability  of 
a  third  person,  in  no  way  affects  the  liability  of 
an  insurer,  in  the  absentee  of  any  exemption  in 
the  policy/'  (Emphasis  added.) 

Hughes  v.  The  Potomac  Insurance  Co.,  199 
C.A.2d  239,  250-251,  18  Cal.Rptr.  650  (1962). 

Thus,  having  imequivocably  adopted  the  New  York 
rule  regarding  collateral  contracts,  appellant's  conten- 
tions in  this  regard  must  be  rejected. 

(2)  August  25,  1965:  Date  of  contract  between  the 
Bishop  of  Oakland  and  Merle  Garing,  General  Con- 
tractor. (Defendant's  Exhibit  2,  RT  p.  224,  line  19.) 

Appellant  contends  that  either  the  execution  of  the 
contract  between  the  Bishop  of  Oakland  and  the  gen- 
eral contractor,  or  the  performance  thereof,  divested 
the  Sisters  of  their  insurable  interest  in  the  convent 
building.  (Appellant's  Opening  Brief,  p.  17.) 
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This  contention  was  first  answered  by  Judge  Zirpoli 
in  his  ruling  on  the  Motion  for  Summary  Judgment 
as  followsi: 

'*6.  That  the  contracts  entered  into  by  the 
Roman  Catholic  Bishop  or  any  other  person  act- 
ing in  his  behalf  relating  to  the  demolition  of  the 
building  described  in  paragraph  '2  above  did  not 
affect  plaintiff's  title  to  said  building  or  in  any 
way  defeat  plaintiff's  insurable  interest  therein 
as  beneficiary  imder  the  policy  of  insurance  de^ 
scribed  in  paragraph  3  above."  (RT  62,  lines  24- 
30.) 

Judge  Sweigert  met  this  contention  directly  in  his 
Memorandiun  of  Decision: 

The  court  further  finds,  however,  that  although 
the  Bishop  had  contracted  with  the  general  con- 
tractor, Garing,  for  the  razing  of  the  old  convent 
in  accordance  with  his  agreement,  and  although 
the  building  had  been  readied  for  razing  by  dis^ 
connection  of  the  utilities,  the  razing  operation 
had  not  been  completed  and  had  not  even  started 
to  any  appreciable  extent  at  the  time  of  the  loss; 
that  Allen,  subcontractor  for  demolition  purposes, 
had  sent  one  man,  Neal,  into  the  old  building  on 
Jime  8,  1966,  who  merely  loosened  some  plumb- 
ing, and  that  the  fire  loss  occurred  that  night 
without  any  further  progress  toward  demolition. 
Indeed,  the  contractor  did  not  obtain  a  permit 
to  demolish  the  building  imtil  Jime  9,  1966 — the 
day  after  the  fire. 

We  are  of  the  opinion  that  neither  the  agree- 
ment with  the  Bishop  nor  the  partial  carrying 
out  of  that  agreeanent  amounted  to  an  assign- 
ment or  parting  of  the  sisters'  insurable  interest 
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in  the  building".  A  mere  permission  gi^anted  to 
the  Bishop  for  the  eventual  razing  of  the  old 
building  did  not  change  the  risk  of  loss.  See, 
Irwin  V.  Westchester,  109  N.Y.S.  612  (1908); 
Westchester  v.  Fitzpatrick,  2  F.2d  651,  654  (3rd 
Cir.  1924)  ;  Mackintosh  v.  Agricultural  Fire  Ins. 
Co.,  150  Cal.  440,  89  Pac.  102  (1907)  ;  Eagle  v. 
Vermont  Ins.  Co.,  213  Atl.  (2d)  201  (Washington, 
1965). 

The  fact  that  the  sisters  obtained  a  benefit 
mider  the  plan  of  that  agreement,  e.g.,  the  new 
convent  in  return  for  granting  a  mere  permission 
to  the  Bishop  for  eventual  razing  of  the  old  con- 
vent building,  would  be  a  collateral  benefit  to  the 
sisters  which  the  defendant  company  cannot  urge 
in  avoidance  or  reduction  of  its  obligations  imder 
the  policy.  See,  Hughes  v.  The  Potomac  Ins.  Co., 
199  C.A.2d  239,  249-251,  18  Cal.Rptr.  650,  655-657 
(1962).  (CT  p.  149,  line  12  to  150,  line  8.) 

Directly  on  point  on  this  issue  is  the  Wolf  case, 
cited  by  the  Trial  Court  to  demonstrate  that  this 
second  collateral  contract  upon  which  appellant  relies 
cannot  relieve  appellant  of  its  obligation  under  its 
policy  of  fire  insurance: 

' '  It  would  appear  that  there  are  two  broad  lines 
of  autliority  upon  this  question.  What  may  be  re- 
ferred to  as  the  'New  York  Rule'  is  derived  from 
Foley  V.  Manufacturers'  Fire  his.  Co.,  152  N.  Y. 
131,  46  N.  E.  318  (Ct.  of  App.  1897)  and  a  sub- 
sequent series  of  New  York  cases,  especially 
Alexandra  Restaurant,  Inc.  v.  New  Hampshire 
Ins.  Co.,  272  App.  Div.  346,  71  N.  Y.  S.  2d  515 
(App.  Div.  1947),  aff'd.  297  N.  Y.  858,  79  N.  E. 
2d  268  (Ct.  of  App.  1948) .  This  rule  is  to  the  effect 


12 


that  in  the  absence  of  any  contractual  agreement 
to  the  contrary,  a  fire  insurance  policy  is  a  con- 
tract of  indemnification,  the  premiums  for  which 
are  computed  according  to  the  value  of  the  prop- 
erty and  the  risk  involved  without  the  knotvledge 
of  collateral  remedies,  so  that  recovery  on  the 
policy  will  not  be  denied  as  long  as  the  insured 
has  a  valuable  insurable  interest  at  the  time  of 
the  casualty,  even  though  there  is  an  executory 
contract  for  the  sale  of  the  real  property  out- 
standing which  is  later  consummated.  A  large 
majority  of  the  courts  in  this  countiy  that  have 
dealt  with  the  question  adhere  to  the  New  York 
Rule.  Dubin  Paper  Co.  v.  Insurance  Co.  of  North 
America,  361  Pa.  68,  63  A  2d  85  (Sup.  Ct.  1949)  ; 
Vogel  V.  Northern  Assurance  Co.,  219  F.  2d  409 
(3  Cir.  1955)  ;  First  National  Bank  of  Highland 
Park  V.  Boston  Ins.  Co.,  17  111.  2d  147,  160  N.  E. 
2d  802  (Sup.  Ct.  1959)  ;  Edlin  v.  Security  Insur- 
ance Co.,  269  F.  2d  159  (7  Cir.  1959),  certiorari 
denied  361  U.S.  932  (1960)  ;  Board  of  Tnistees 
Etc.  V.  Cream  City  Mutual  Insurance  Co.,  255 
Minn.  347,  96  N.  W.  2d  690  (Sup.  Ct.  1959); 
Milwaukee  Mechanics  Ins.  Co.  v.  Maples,  37  Ala. 
App.  74,  66  So.  2d  159  (Ct.  of  App.  1953),  cer- 
tiorari denied  259  Ala.  189,  66  So.  2d  173  (Sup. 
Ct.  1953) ;  Springfield  Fire  and  Marine  Ins.  Co. 
V.  Boswell,  167  So.  2d  780  (Fla.  District  Ct.  of 
App.  1964) ;  Koppinger  v.  Implement  Dealers 
Mutual  Ins.  Co.,  122  N.  W.  2d  134  (N.  Dak.  Sup. 
Ct.  1963);  Pink  v.  Smith,  281  Mich.  107,  274 
N.W.  727  (Sup.  Ct.  1937)  ;  Foster  v.  Equitable 
Mutual  Fire  Ins.  Co.,  2  Gray  (68  Mass.)  216 
(Sup.  Jud.  Ct.  1854)." 
Wolf  V.  Home  Insurance  Company,  100  N.J. 
Super.  27,  241  A  2d  28. 
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3.  August  19,  1965:  Demolition  subcontract  be- 
tween General  Contractor  Garing  and  Subcontractor 
Allen.  (Defendant's  Exhibit  R,  RT  201.) 

Judge  Zirpoli  disposed  of  appellant's  contention 
that  the  Sisters  forfeited  their  insurable  interest  in 
the  insured  convent  building  at  the  time  the  demoli- 
tion subcontract  between  Garing,  the  General  Con- 
tractor, and  Allen,  the  demolition  subcontractor  was 
signed  in  that  part  of  his  ruling  cited  in  the  foregoing 
section.  (RT  62,  lines  24-30.) 

Judge  Zirpoli 's  conclusion  was  reinforced  by  Judge 
Sweigert  in  his  Memorandum  of  Opinion,  also  cited 
in  the  foregoing  section.  (CT  149,  line  12  to  CT  150, 
line  8.) 

Both  of  these  conclusions  are  impressively  suppoii:ed 
by  the  testimony  of  aj)pellant's  witness,  Abdo  Allen, 
the  demolition  subcontractor,  when,  on  cross-examina- 
tion, he  stated  as  follows: 

' '  Cross-examination 
By  Mr.  Ford : 

Q.  Mr.  Allen,  I  just  have  two  questions,  Mr. 
Castro  mentioned  permits  for  demolition.  Did 
you,  as  a  matter  of  fact,  obtain  permits  from  the 
City  of  Berkeley  to  demolish  this  building? 

A.     Yes,  sir. 

Q.     Do  you  have  them  in  your  file? 

The  Cbui-t:  Well,  I  should  think,  after  what 
they  said,  they  would  have  been  glad  to  give  him 
a  permit  to  demolish  it.  So  let's  not  worry  about 
it. 

Mr.  Ford :  Well,  I  want  to  get  the  date.  Your 
Honor.  It's  most  important.  I  would  like  to  put 
that  in  evidence. 


14 


The  Witness:     Yes,  I  have  the  permits  here. 

Q.  (Mr.  Ford) :  What  are  those  permits 
dated? 

A.     They  are  dated  June  the  9th. 

Q.     Jmiethe9th  of  1966? 

A.    Yes. 

Q.  And  you  didn't  ohtain  the  permit  to  demol- 
ish this  building  until  the  day  after  the  fire,  is 
that  correct?  (Emphasis  added.) 

A.  If  the  fire  was  the  8th,  we  got  the  permits 
on  the  9th. 

Q.     That's  from  the  City  of  Berkeley? 

A.    Yes. 

Q.  Then  in  point  of  time,  Mr.  Allen,  when  did 
you  actually  begin  your  demolition,  before  or 
after  the  fire  ? 

Mr.  Castro:  Object  to  that  as  argiimentative, 
Your  Honor. 

The  Court:     Overruled,  overruled. 

A.     What's  that? 

Q.  (Mr.  Ford) :  In  point  of  time,  Mr.  Allen, 
when  did  you  begin  your  demolition,  before  or 
after  the  fire  ? 

A.  Well,  we  couldn't  start  without  permits. 
We  got  them  on  the  9th,  so  it  would  be  after  the 
fire. 

Mr.  Ford:  Thank  you,  Mr.  Allen."  (RT  p. 
209,  line  4  to  p.  210,  line  17.) 

Thus,  defendant's  own  witness  testified  that  the 
demolition  w^ork  did  not  begin  until  the  day  after  the 
fire! 

This  factual  circumstance  is  determinative  of  the 
legal  issue  attempted  to  be  conjured  by  appellant. 
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4.  May  18,  1966:  Recording  of  Notice  of  Comple- 
tion of  New  Convent  Building.  This  event  and  the 
succeeding-  events  cited  by  appellant  in  his  Opening 
Brief  (pp.  18,  19,  20,  Appellant's  Opening  Brief) 
gTaphically  demonstrate  the  misplaced  emphasis  of 
appellant  in  its  analysis  of  this  case.  Rather  than  de- 
tei^mhie  the  rights  as  between  the  insurer — defendant 
and  the  insured — plaintiff  as  set  foi*th  in  the  insur- 
ance policy  sued  upon,  appellant  would  rather  look  to, 
and  depend  upon,  the  collateral  contracts  of  the  in- 
sured with  third  persons.  Not  being  satisfied  with  this 
irrelevant  pursuit,  appellant  looks  furthei'  to  the  con- 
tracts between  various  third  parties,  to  which  the  in- 
sured— plaintiff — ^Sisters  ai'e  not  even  a  painty!  Ap- 
pellant makes  continued  reference  (Appellant's  Open- 
ing Brief,  pp.  5,  6,  19)  to  the  ''Master  Plan"  of  the 
Sisters  and  the  Bishop  but  neglects  to  point  out  that 
most  of  the  "Master  Plan"  was  wholly  futuristic  at 
the  time  of  the  fire  loss,  and  most  of  this  futuristic 
"Master  Plan"  had  not  been  accomplished  at  the  time 
of  the  fii'e.  For  appellant  to  attempt  to  rely  upon 
such  a  futuristic,  speculative,  third  party,  in:*elevant 
consideration  in  order  to  attempt  to  avoid  liability  on 
a  clear,  well-defined,  definitive  insurance  contract  is 
highly  inconsistent. 
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POINT  II 

THE  PREMISES  RELIED  UPON  BY  THE  TRIAL  COURT  IN 
RENDERING  ITS  DECISION  WERE  SOUND. 

A.  "We  are  of  the  opinion  that  neither  the  agreement  with  the 
Bishop  nor  the  partial  carrying  out  of  that  agreement 
amounted  to  an  assignment  or  parting  of  the  sisters'  insur- 
able interest  in  the  buUding."  (Memorandum  of  Decision, 
CT  149,  Hnes  24-27.) 

This  is  the  basic  premise  relied  upon  by  the  Trial 
Court. 

Thus,  the  Court  starts  with  the  policy  of  fire  insur- 
ance, really  the  crux  of  the  entire  case;  starts  with 
the  insured  convent  building  owned  by  the  Sisters, 
and  proceeds  through  the  various  stages  during  which 
appellant  claims  that  the  Sisters  lost  their  insurable 
interest,  and  concludes  that,  at  the  moment  of  the 
fire,  the  Sisters  had  not  parted  with  their  insurable 
interest  in  the  convent  building. 

Logically  progressing  in  this  manner,  it  is  clear  that 
the  conclusion  reached  by  the  Trial  Court  is  correct. 

An  examination  of  the  fire  insurance  policy  (Ex- 
hibit 12,  RT  50,  lines  1-5)  reveals  that  the  Company 
is  quite  definitive  about  the  time  at  which  coverage  is 
gi-anted  and  at  which  it  terminates: 

''.  .  .  this  Company,  for  the  term  of  years  speci- 
fied above  from  inception  date  shown  above  At 
Noon  (Standard  Time)  to  expiration  date  shown 
At  Noon  (Standard  Time)  at  location  of  the 
property  involved."    (Exhibit  12,  cover  page.) 

Thus,  Noon  (Standard  Time),  in  capital  letters,  is 
set  by  the  Company,  as  the  starting  and  sto])i>ing  mo- 
ment for  coverage  of  the  i^olicy.  It  is  definitive  down 
to  the  minute. 
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Appellant  would  in*efer  to  avoid  such  definition 
however,  and  rely  upon  any  one  of  a  number  of  pos- 
sible moments  at  which  the  Sisters  lost  their  insurable 
interest.  In  answer  to  these  vagaries,  Jud^e  Zii*poli 
brought  the  insurance  company  back  to  the  policy. 
Judge  Sweigert  brought  the  insurance  company  back 
to  the  policy,  and  the  Court  of  Appeals  must  bring 
them  to  the  same  point. 

In  the  first  paragraph  of  his  Memorandiun  of  De- 
cision, Judge  Sweigert  sets  the  stage  by  reference  to 
the  policy: 

''This  suit  is  brought  mider  the  diversity  jur- 
isdiction of  this  federal  court  to  recover  upon  a 
policy  of  insurance  issued  December  1,  1961  (Ex. 
12),  covering  the  building  at  2116  Jefferson 
Street,  Berkeley,  California  (hereinafter  referred 
to  as  the  'old  convent  building'),  a  very  old  build- 
ing constructed  before  the  turn  of  the  century 
for  the  term  of  5  years,  for  a  fire  loss  occurring 
on  June  8,  1966." 

Memorandum  of  Decision,  j).  1  (RT  147). 

Thus,  it  is  clear  that  the  policy  was  still  effective 
on  the  date  of  the  fire,  and  that  the  terms  of  the  pol- 
icy determine  the  extent  of  liability.  Appellant  w^ould 
prefer  to  depart  from  the  policy;  to  consider  ex- 
traneous matter;  and  to  delve  into  third-party  con- 
tracts to  attempt  to  avoid  liability.  In  spite  of  this 
attempt,  apx^ellant  concludes  his  argument  on  this 
point  with  the  statement : 

"Insurable  interest  is  to  be  determined  according 
to  the  facts  and  circumstances  obtaining  of  the 
time  of  the  fire,  not  on  the  basis  of  what  may  or 
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may  not  happen  at  some  time  in  the   future." 
(Appellant's  Opening  Brief,  p.  27.) 

With  this  conclusion,  appellee  wholeheartedly 
agrees ! 

Judge  Sweigert  in  his  opinion  agreed  also.  He  cites 
the  case  of  Wolf  v.  Home  Insurance  Company  and 
echoes  the  conclusion  set  forth  by  appellant  above  as 
follows : 

"The  basis  of  decision  was  that  such  collateral 
events  should  not  determine  the  existence  of  the 
insured's  'loss'  within  the  meaning  of  the  policy." 

The  Court  said : 

"...  The  insurer  is  not  being  damaged  by  being 
compelled  to  pay  the  insured  w^ho  is  owner  as  of 
the  date  of  the  fire.  Its  premiums  are  assumed 
to  represent  the  fair  equivalent  of  the  obligation 
it  contracted  to  incur  without  knowledge  of  the 
existence  of  collateral  remedies.  Board  of  Trus- 
tees, Etc.  V.  Cream  City  Mutual  Ins.  Co.,  255 
Minn.  347,  96  N.W.  2d  690,  696  (Sup.  Ct.  1959). 
And  the  evil  of  the  chance  possibility  of  an  ul- 
timate collection  by  the  vendor  of  the  full  pur- 
chase iirice  from  his  vendee  and  also  the  insur- 
ance payment  for  the  damage  sustained  does  not 
outweigh  the  disruptions  and  harassments  closely 
associated  with  delays  in  settlement  of  fire  loss 
claims."  (Memorandiun  of  Decision  RT  p.  518, 
line  25  to  p.  159,  line  4.) 

Subsequent  to  the  publication  of  the  abbreviated 
opinion  in  U.S.  Law  Week,  as  cited  in  Judge  Swei- 
gert's  opinion,  the  cited  case  was  reported  at  100  N.J. 
Super.  27,  241  A.  2d  28.   The  New  Jersey  court  ana- 
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lyzes  the  two  broad  lines  of  authority  categorized  as 
the  "New  York  Rule"  and  the  "Wisconsin  Rule".  The 
majority  of  jurisdictions,  including  California,  as 
specifically  set  forth  in  the  Huglies  case,  supra,  have 
adopted  the  New  York  Rule.  The  Court  character- 
izes that  rule  as  follows : 

"This  iiile  is  to  the  effect  that  in  the  absence  of 
any  contractual  agreement  to  the  contrary,  a  fire 
insurance  i)olicy  is  a  contract  of  indemnification, 
the  premiums  for  which  are  computed  according 
to  the  value  of  the  property  and  the  risk  involved 
without  the  knowledge  of  collateral  remedies,  so 
that  recovery  on  the  policy  will  not  be  denied  as 
long  as  the  insured  has  a  valuable  insurable  in- 
terest at  the  time  of  the  (casualty."  (Wolf  v.  Home 
Insurance  Co.,  100  N.J.  Super.  27,  241  A.  2d  28.) 

Specifically  cited  in  this  case  as  adopting  the  Wis- 
consin rule  is  the  case  of  Smith  v.  Jim  Dandy  Mar- 
ket, 172  F.  2d  616,  heavily  relied  ui)on  by  appellants 
as  authority  in  their  brief.  Since  it  is  clear  that  Cali- 
fornia adopted  the  New  York  rule  the  attempted  reli- 
ance upon  the  Wisconsin  rule  by  appellant  will  avail 
them  nought. 

B.    Time  of  the  fire  is  time  of  the  loss;  not  conditioned  upon 
events  after  the  fire. 

Throughout  that  portion  of  ajipellant's  brief  deal- 
ing with  the  premises  of  the  Trial  Court's  decision, 
appellant  concerns  itself  with  future  speculative 
events  and  relies  heavily  upon  the  fact  "that  only  a 
matter  of  days,  if  that  much,  remained  before  the 
building  was  totally  demolished."  (Appellant's  Open- 
ing Brief,  p.  28.) 
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Of  course,  this  is  not  the  point.  The  loss 
is  determined  as  of  the  time  of  the  fire,  regardless 
of  the  fact  that  the  insured  building  would  be  demol- 
ished moments  later,  days  later,  or  weeks  later.  The 
insurance  policy,  as  set  f oHh  above,  it  quite  definitive, 
to  the  exact  moment.  Standard  Time,  when  liability 
conunences  under  the  policy,  and  when  it  terminates. 
Appellant  would  terminate  the  coverage  at  some 
magic  moment  prior  to  the  time  of  the  fire  loss,  based 
upon  the  fact  that  the  building  would  be  demolished 
at  some  moment  in  time  after  the  fire.  This  approach 
not  only  does  violence  to  the  contract  but  simply  is 
not  in  accordance  with  the  state  of  the  law  in  Cali- 
fornia and  in  all  of  the  jurisdictions  adhering  to  the 
New  York  rule. 

In  this  regard  the  Wolf  case,  supra,  is  again  help- 
ful since  it  clearly  sets  forth  that  what  is  meant  by 
^'time  of  the  loss"  is  "time  of  the  fire",  and  not  some 
future  time  such  as  appellant  contends. 

"It  is  undisputed  that  plaintiffs  held  full  legal 
title  to  the  insured  premises  on  the  date  of  the 
fire.  Did  they  also  sustain  a  'loss'  as  of  that  date? 
The  statute  and  policy  allow  foi*  a  recovery  up  to 
the  maximum  coverage  specified  'to  the  extent  of 
the  actual  cash  value  of  the  property  at  the  time 
of  loss.'  The  'time  of  loss'  can  only  intend  the 
time  of  fire  damage  or  destruction.  If  any  other 
meaning  tvere  inferred,  then  the  time  for  valuing 
the  loss  'Would  he  uncertain  in  every  case.  De- 
fendant insurer  offers  this  court  no  fixed  standard 
for  determining  when  a  casualty  loss  is  to  he 
measured  and  argues  only  that  here,  after  taking 
cognizance  of  collateral  events  not  involving  the 
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insure}^  which  came  to  be  realised  nearly  five 
montJis  after  the  fire,  there  tvas  no  loss.  .  .  . 
This  court  similarly  is  of  the  view  that  the  tifne 
of  the  fire  is  the  common,  iistial  and  expected 
time  for  valuing  'loss'.  It  is  axiomatic  that  the 
words  used  in  a)i  insurance  policy  will  he  con- 
strued in  accordance  with  common  usage.  Jasion 
V.  Preferred  Accident  Ins.  Co.,  113  N.J.L.  103 
(E.  &  A.  1934)  ;  American  Shops,  Inc.  v.  Reliance 
Ins.  Co.  of  PJiiladelphia,  26  N.J.  Super.  145 
(Cty.  Ct.  1953)." 

To  give  any  meaning  other  than  ''time  of  fire"  to 
the  words  "time  of  loss",  moreover,  results  in  totally 
contradictory  interpretations  to  the  word  "loss"  in 
the  several  sections  of  this  fire  insui'ance  policy.  The 
insurance  contract  provides  that: 

"The  insured  shall  give  immediate  written  no- 
tice to  this  Company  of  any  loss,  .  .  .  and  within 
sixty  days  after  the  loss,  unless  such  time  is  ex- 
tended in  writing  by  this  Company,  the  insured 
shall  render  to  this  Company  a  proof  of  loss,  ..." 
(Emphasis  added.) 

"On  the  facts  snh  judicc,  the  insurance  company 
maintains  that  if  we  look  at  the  closing  date  be- 
tween insureds  and  their  vendee,  neai'ly  five 
months  afJter  the  date  of  the  fire,  it  becomes  ap- 
parent that  the  plaintiffs  have  ultimately  sustained 
no  'loss'  within  the  intendment  of  the  policy.  If 
this  is  the  time  of  determining  'loss',  then,  con- 
sistently, Ithe  'immediate'  written  notice  to  the 
Company  of  any  loss  and  the  sixty  day  require- 
ment for  filing  a  proof  of  loss  only  come  into  play 
as  of  the  closing  date.  The  defendant  cannot  have 
it  both  ways.  A  contract  of  insurance  must  be  con- 
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strued  as  a  whole.  Herbert  L.  Farkas  Co.  v.  N.Y. 
Fire  Ins.  Co.,  5  N.J.  604,  610  (1950).  While  a 
party  may  plead  inconsistent  claims  or  defenses 
and  may  argue  inconsistenit  principles  of  law,  he 
cannot  be  heard  to  contend  for  two  diametrically 
opposed  sets  of  facts.  Flint  Frozen  Foods,  Inc., 
supra,  at  p.  611;  In  re  Perrone,  5  N.J.  514,  527 
(1950).  Certainly  the  only  conceivable  day  meant 
by  the  terms  of  the  policy  after  which  notice  of 
any  loss  must  be  given  and  proof  of  loss  filed  is 
the  day  on  which  the  casuallty  occurred.  Consist- 
ency dictates  that  the  'time  of  loss'  for  purposes 
of  arriving  at  the  'actual  cash  value  of  the  prop- 
erty' also  be  taken  as  the  date  of  fire."  Wolf  v. 
Home  Insurance  Co.,  100  N.J.  Super.  27,  241  A.  2d 
28. 

Appellant  would  disregard  legal  title  to  the  real 
property  and  to  the  insured  building.  He  concludes 
his  argument  on  this  point  by  saying: 

"There  is  no  room  under  that  definition  for  ex- 
orbitant emphasis  upon  technicalities  such  as 
'legal  title'  that  bear  no  necessary  relation  to 
these  realities. 

In  this  case,  the  Sisters'  legal  title,  if  it  did  ex- 
ist, was  only  marginal  if  at  all  relevant  to  their 
insurable  interest.  The  testimony  showed  that  the 
locus  of  'title'  to  the  building  had  no  significance.'^ 
(Appellant's  Opening  Brief,  p.  23.) 

On  this  point  the  Wolf  case  is  again  helpful  be- 
cause it  compares  the  interest  of  a  creditor  in  main- 
taining fire  insurance  with  that  of  an  owner,  the 
holder  of  legal  title,  maintaining  fire  insurance  and 
concludes : 
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"When  the  underlying  nature  of  the  respective 
interests  being  insured  by  a  creditor  and  by  an 
owner  are  examined,  it  becomes  completely  logi- 
cal and  consistent  that  a  different  rule  should 
prevail  in  each  instance.  A  creditor  is  interested 
only  in  having  the  debt  or  obligation  owing  to 
him  assured.  He  seeks  to  have  his  status  as  credi- 
tor protected.  An  owner,  on  the  other  hand,  al- 
ready holds  what  our  law  considers  to  be  the 
most  complete  type  of  interest  and  he  wishes 
to  insure  his  physical  property  rather  than  his 
status.  In  short,  if  a  piece  of  property  held  as 
security  burns  down,  the  "loss"  is  not  yet  a  proven 
fact  because  the  creditor  may  still  be  able  to 
pursue  successfully  his  underlying  obligation; 
hut  if  the  same  property  held  in  outright  owner- 
ship hums,  the  'loss'  is  then  complete  hecause  the 
'owner'  has  nothing  left  to  his  oivnersliip  status 
except  the  ashes  and  ruhhle  unless  he  can  collect 
insurance  that  tvill  enahle  him  to  rehuild  or  pur- 
chase some  new  property  to  evidence  his  owner- 
ship." Wolf  V.  Home  Insurance  Company,  100 
N.J.  Super.  27,  241  A.  2d  28. 

C.    Fire  insurance  indemnifies  the  owner  and  not  simply  the 
property. 

Appellant  attempts  to  duninish  the  "interest  of  the 
owner"  by  his  argument  suggesting  that  the  collateral 
contracts  divested  the  Sisters  of  their  interest  in  the 
property.  On  this  subject  the  Wolf  case  clearly  de- 
fines the  manner  in  which  the  fire-created  depletion 
of  the  insured's  assets  is  measured. 

"The  point  was  made  in  Tauriello  v.  Aetna  In- 
surance Co.,  14  N.J.  Su|)er.  530  at  532  (Law  Div. 
1951),  that  'a  fire  insurance  policy  is  a  contract 


24 


not  to  insure  the  ijroperty  against  fire  but  to  in- 
sure the  owner  against  loss  by  fire.'  The  highest 
court  of  Pennsylvania  said  the  following  in  re- 
sponse to  this  assertion : 

'This  principle  is  correcit  but  the  appellants  in 
order  to  sustain  their  position  give  it  an  erro- 
neous interpretation.  Of  course,  the  policy  does 
not  'insure  a  property  against  fire';  it  does  not 
purport  to  usurp  the  functions  of  Providence.  But 
it  does  insure  the  owner  of  the  covered  property 
against  the  loss  caused  by  the  igneous  destruction 
of  his  property  and  that  loss  is  measurable  as 
soon  as  the  destruction  is  complete.  The  loss  the 
company  contracts  to  remedy  is  the  fire-created 
depletion  of  the  insured's  assets,  and  that  is  made 
up  not  by  the  erection  of  a  duplicate  of  the  build- 
ing destroyed  but  by  paying  the  insured  its  value 
in  money.  This  liahility  the  insuring  companies 
cannot  escape  by  anything  any  third  parties  may 
later  do  for  the  insured's  benefit."  Dubin  Paper 
Co.  V.  Insurance  Co.  of  North  America,  361  Pa. 
68,  63  A.  2d  85,  96  (Sup.  Ct.  1949.)  (Emphasis 
added.) 

Earlier  in  the  same  opinion,  the  Court  declared  (63 
A.  2d  at  92) : 

"The  destruction  of  a  building  by  fire  may  con- 
ceivably bring  many  benefits  to  the  owner  and 
whatever  these  may  be,  the  insurance  company 
cannot  participate  in  them." 

Wolf  V.  Home  Insurance  Co.,  100  N.J.  Super. 
27,  241  A.  2d  28. 
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POINT  III 

RULE  56(d),  FEDERAL  RULES  OF  CIVIL  PROCEDURE  PROVIDES 
FOR  AN  ORDER  SPECIFYING  FACTS  NOT  IN  CONTROVERSY. 

Appellant  complains  that,  pursuant  to  Motion  for 
Sununary  Judgment,  the  District  Court  entered  its 
Summary  Adjudication  of  Facts  Not  in  Controversy 
and  Duly  Established   (CT  61.) 

By  reference  to  the  analysis  submitted  by  plaintiff 
in  the  Declaration  Supporting  the  Motion  for  Sum- 
mary Judgrnent,  (CT  34,  35,  36)  it  is  clear  that  each 
of  the  facts  set  forth  were  admitted  by  defendant  in 
its  pleadings  prior  to  the  date  of  the  hearing  on  this 
motion.  Additionally,  defendant  filed  extensive  Mem- 
orandmn  of  Points  and  Authorities  (CT  42-49)  and 
further  extensive  Objections  to  Proposed  Findings 
(CT  56-59)  before  the  Court  entered  its  own  form  of 
"Summary  Adjudication  of  Facts  Not  in  Controversy 
and  Duly  Established"  (CT  61-63),  subsequently 
modified  by  Order  Modifying  Simimary  Adjudication 
(CT  83-84)  determined  after  Motion  to  Vacate  pur- 
suant to  Rule  60(B),  Federal  Rules  of  Civil  Proce- 
dure, filed  by  defendant  (CT  65),  supported  by  fur- 
ther extensive  argument  by  defendant  (CT  67-76). 

There  is  no  question  that  the  trial  court  is  author- 
ized to  enter  such  an  order. 

"(d)  Case  Not  Fully  Adjudicated  on  Motion  .  .  . 
It  shall  thereupon  make  an  order  specifying  the 
facts  that  appear  without  substantial  contro- 
versy ..."  Federal  Rule  of  Civil  Procedure 
56(d). 

This  is  exactly  what  the  Trial  Court  did.  It  made 
its  determination  directly  from  the  admissions  of 
defendant  in  its  own  pleadings. 
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Following  this  determination,  Judge  Peckham  en- 
tered the  Final  Pretrial  Conference — Plan  of  Trial 
Order  (CT  85-89)  incorporating  the  "Facts  Not  in 
Controversy"  again  over  the  strenuous  argument  of 
defendant  (CT  90-105)  and  the  matter  proceeded  to 
trial. 

At  the  trial  before  Judge  Sweigert,  extensive  evi- 
dence was  admitted,  presented  by  defendant,  and  over 
the  continuing  objection  of  plaintiff,  on  each  of  the 
"Facts  Not  in  Controversy"  found  by  Judge  Zirpoli 
and  affirmed  by  Judge  Peckham.  In  his  Memorandum 
of  Decision,  Judge  SweigeH  specifically  finds  on  each 
of  the  issues  presented  and  cites  the  evidence  elicited 
at  the  trial  supporting  these  findings.  Thus,  in  spite 
of  the  adjudications  on  the  "Facts  Not  in  Contro- 
versy" defendant  did  proceed,  at  the  trial,  to  re- 
litigate  these  same  issues.  He  was  allowed  great  lati- 
tude by  the  trial  judge,  and  again,  his  contentions 
were  rejected,  for  the  third  time.  For  defendant  to 
make  the  assertion,  for  the  fourth  time  on  appeal 
that: 

"Defendant  understandably  prepared  and  pre- 
sented its  case  in  acquiescence  to  this  order" 
(Appellant's   Opening   Brief,   p.   32) 

is  purely  and  simply  a  misstatement  of  the  fact.  A 
brief  reference  to  the  trial  transcript  confirms  this: 
"Mr.  Ford:  Pardon  me,  Your  Honor.  I  will 
object  to  any  questions  based  on  this  document, 
for  the  reason  that  it  is  wholly  irrelevant  in  this 
proceeding.  It  goes  to  an  issue  that  is  not  Ijefore 
this  Court.  All  issues  with  respect  to  this  docu- 
ment have   been   determined   previously   by  the 
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summary  adjudication  of  facts  by  Judge  Zirpoli. 
It  has  been  determined  that  the  agreement  be- 
tween the  Bishop  and  the  Sisters,  the  one  that 
we  are  now  attempting  to  introduce,  had  no  bear- 
ing, and  there's  a  specific  finding  in  Judge  Zir- 
poli's  order  that  it  had  no  effect  upon  the  in- 
surable interest  of  the  Sisters.  Therefore  I  would 
object  to  any  questions  about  it,  on  the  basis,  on 
the  ground  of  relevancy.  Your  Honor. 

The  Court:  Overruled.  Go  ahead."  (RT  p.  31, 
line  23  to  p.  32,  line  12.) 

"Mr.  Ford:  Pardon  me.  Your  Honor.  May  I 
cite  to  the  Court' — this  goes  to  my  basic  objection 
on  the  contract  between  the  Sisters  and  the 
Bishop^ — specifically  to  my  objection  to  this 
agreement  with  the  auction  gallery,  the  case  of 
Hughes  vs. 

The  Court:  No,  I  don't  want  to  hear  any  law 
now.  Let's  get  the  facts  in."  (RT  p.  35,  lines 
7-13.) 

Thereafter,  each  objection  by  plaintiff  was  over- 
ruled and  defendant  proceeded  to  fully  present  all 
evidence  on  the  matters  embraced  in  the  Summary 
Adjudication  and  in  the  Pretrial  Order.  For  defend- 
ant to  now  contend  that  it  "understandably  prepared 
and  presented  its  case  in  acquiescence  to  this  order" 
is  clearly  controverted  by  the  record. 

In  interpreting  Rule  56,  the  commentators  and 
courts  have  uniformly  held  that  the  procedures 
therein  greatly  expedite  and  clarify  litigation: 

"To  expedite  litigation.  Rule  56  permits  partial 
sunanary  judgments.  ...  In  addition.  Rule  56(d) 
provides    that    at    the    hearing    on    the    motion, 
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the  court  has  power  to  examine  the  plead- 
ings and  evidence  before  it  and  to  interro- 
gate counsel.  The  court  "shall  if  practicable" 
ascertain  what  material  facts  exist  without  sub- 
stantial controversy  and  what  material  facts  are 
actually  and  in  good  faith  controverted.  It  should 
then  make  an  order  specifying  the  facts  that 
appear  without  substantial  controversy,  including 
the  extent  to  which  the  amount  of  damages  or 
other  relief  is  not  in  controversy,  and  directing 
such  further  proceedings  as  are  just." 

Federal  Civil  Practice,  CEB  pp.  373-374,  §4.36. 

"When  a  court  enters  a  partial,  interlocutory 
summary  adjudication,  pursuant  to  subdivision 
(d)  of  this  rule  providing  for  an  order  specify- 
ing facts  that  appear  without  substantial  con- 
troversy on  a  motion  for  summary  judgment,  the 
court  does  not  render  a  final  judgment  which  is 
appealable,  but  only  an  order  as  to  uncontro- 
verted  facts,  which,  being  interlocutory,  is  sub- 
ject to  revision  or  modification."  E.  I.  Du  Pont 
De  Nemours  &  Co.  v.  U.  S.  Camo  Corp.,  D.C.  Mo. 
1956,  19  F.R.D.  495. 

"Partial  summary  judgment  is  merely  a  deter- 
mination before  trial  that  certain  issues  shall  be 
deemed  established  in  advance  of  the  trial  so  as 
to  avoid  useless  trial  of  facts  and  issues  over 
which  there  is  no  real  controversy."  Luria  Steel  d 
Trading  Corp.  v.  Ford,  D.C.  Neb.  1949,  9  F.R.D. 
479,  affirmed  192  F.  2d  880." 

On  this  basis,  it  is  clear  that  no  error  was  commit- 
ted either  by  Judge  Zirpoli  in  his  initial  findings  of 
uncontroverted  facts,  by  Judge  Peckham  on  the  Pre- 
trial Order,  or  by  Judge  Sweigert  in  the  trial  or  in 
his  Memorandum  of  Decision. 
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POINT  rv 

THE  TRIAL  COURT  ADOPTED  THE  "BROAD  EVIDENCE  RULE" 
IN  DETERMINING  "ACTUAL  CASH  VALUE." 

Appellant's  entire  argument  advocating  the  adop- 
tion of  the  "broad  evidence  rule"  (Appellant's  Open- 
ing Brief,  pp.  33-57)  must  fall  upon  deaf  ears  in  the 
Court  of  Appeals  since  the  trial  court  did  adopt  the 
broad  evidence  rule  in  determining  damages  in  this 
case.  How  does  appellant  otherwise  explain  the  de- 
duction of  $52,000  from  actual  cash  value  made  by 
the  Court? 

"Allowance  for  Removal  of  Certain  Fixtures 

It  appears  from  the  evidence  (testimony  of 
witness  Gilbertson)  that  some  fixtures  had  been 
removed  by  the  sisters  from  the  old  building  be- 
fore the  fire^ — some  stained  glass,  some  plumbing 
fixtures,  some  electric  panels  and  fixtures.  Neither 
witness  Hunt,  Newkirk  nor  Saleme  took  these 
removals  into  consideration  in  their  estimates  be- 
cause, apparently,  they  did  not  know  about  them. 
The  insurance  company  should  not  be  required 
to  absorb  the  replacement  cost  of  these  items. 
The  only  evidence  m  the  record  as  to  their  re- 
placement cost  is  the  testimony  of  Horton — 
$52,000 — together  with  some  documentary  evi- 
dence (Ex.  C)  that  these  items  brought  only 
about  $4,000  at  an  auction  sale  a  few  days  before 
the  fire.  The  court  finds  that  a  reasonable  allow- 
ance for  the  replacement  cost  of  these  items 
(which  would  obviously  be  greater  than  their 
resale  value)   is  $52,000. 

For  the  reasons  herein  set  forth  the  court  finds 
that  the  'actual  cash  value'  of  the  building  at 
the  time  of  the  loss,  within  the  meaning  of  the 
policy,  was  at  least  $226,000,  less  $52,000    (the 
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cost  of  replacing  some  fixtures  removed  by  the 
sisters  before  the  fire),  i.e.,  $174,000,  and  the 
court  concludes  that  plaintiffs  are  entitled  to 
judgment  in  that  amount— $174,000."  (CT  p.  159, 
lines  5-27.) 

Surely  appellant  does  not  contend  that  this  $52,000 
allowance  is  encompassed  within  the  replacement  cost 
less  depreciation  formula.  Appellant  cannot  be  con- 
sidering this  factor  when  it  states: 

"But  in  considering  the  evidence  and  arriving  at 
judgment,  the  court  relied  exclusively  on  evidence 
of  the  building  replacement  cost  (less  deprecia- 
tion) to  determine  actual  cash  value  and  formu- 
lated its  rule  of  law  accordingly."  (Appellant's 
Opening  Brief,  p.  40.) 

Whence,  then,  the  $52,000?  How  does  appellant 
explain  this  reduction  within  the  confines  of  the  rule 
it  suggests  the  trial  court  adopted?  It  cannot. 

Rather  than  labor  this  point,  let  us  view  the  actual 
''broad  evidence  test"  as  it  is  interpreted  in  the 
treatises  and  review  the  evidence  presented  at  trial 
in  light  of  the  findings  expressed  in  the  Memorandum 
of  Decision. 

(a)  The  Broad  Evidence  Test. 

Appellant  cites  the  "broad  evidence  test"  at  page  37 
of  its  Opening  Brief  but  then  fails  to  elaborate  upon 
it  to  show  that  the  trial  court  followed  each  of  the 
dictates  of  the  test  in  determining  the  "actual  cash 
value"  of  the  insured  building  at  the  time  of  the  loss. 

Appellee,  on  the  other  hand,  presented  a  compre- 
hensive analysis  of  the  various  methods  of  determin- 
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ing  "actual  cash  value"  in  its   Trial   Memorandum 
(CT  106),  and  at  page  122,  set  forth  the  following: 
"§5     Broad  evidence  rule. 

Although  for  some  time  almost  all  courts  applied 
either  the  market  value  or  the  reproduction  or 
replacement  value  test  in  determining  'actual 
cash  value',  there  has  been  in  recent  years  a  tend- 
ency on  the  part  of  some  courts  to  look  beyond 
these  criteria  in  order  that  more  complete  in- 
demnity might  be  effectuated.  These  courts  have 
held,  in  essence,  that  any  evidence  logically  tend- 
ing to  the  formation  of  a  correct  estimate  of  the 
value  of  the  destroyed  or  damaged  property 
might  1)6  considered  by  the  trier  of  facts  in  de- 
termining 'actual  cash  value'  at  the  time  of  loss. 
Thus,  in  applying  this  nile,  which  might  be  de- 
nominated the  broad  evidence  rule,  the  courts 
have  not  abandoned  consideration  of  eitJier  mar- 
ket or  reproduction  or  replacement  values  in 
arriving  at  'actual  cash  value\  but  view  them 
merely  as  guides  in  making  that  determination, 
rather  than  shackles  compelling  strict  adherence 
thereto."  (CT  p.  122,  line  32  to  p.  123,  line  9— 
quoting  from  61  A.L.R.  2d  711,  an  annotation 
dealing  with  the  proper  method  of  determining 
"actual  cash  value".) 

Recognizing  then,  that  market  and  reproduction  or 
replacement  value  have  not  been  abandoned  by  the 
courts,  but  rather  that  they  are  guidelines  "in  making 
that  determination,  rather  than  'shackles  compelling 
strict  adherence  thereto',  let  us  investigate  the  evi- 
dence presented  ])y  l)otli  sides  on  the  question  of 
damages." 
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(b)  Plaintiff's  Evidence  on  Damages, 

1.  Mother    Mary    Thaddea,    assistant    to    Mother 

General,   Sisters  of  the  Presentation: 

(Mr.  Ford)  ^'Q.  I  see.  And  do  you  now, 
Mother,  have  an  opinion  of  your  own,  as  the 
representative  of  the  Sisters  of  the  Presentation, 
of  the  value  of  the  insured  building  at  the  time 
of  the  loss? 

A.  Yes,  I  have  a  very  strong  opinion  on 
it.  .  .  . 

The  Court:  Just  what  you  think  the  value  is 
and  your  reasons  later. 

A.     (Continuing) :     The  amount,  $210,000. 

The  Court:     Fine. 

(Mr.  Ford) :  Q.  What  do  you  base  that 
opinion    on  ? 

A.  I  base  that  opinion  on  the  letter  from  the 
insurance  company  itself."  (RT  p.  27,  line  6  to 
p.  28,  line  5.) 

Thus,  proof  of  value  from  the  opinion  of  a  quali- 
fied representative  of  the  owner-insured. 

2.  William  Hunt,  Real  Estate  Appraiser: 

"(Mr.  Ford) :  Q.  Mr.  Hunt,  in  order  to  give 
your  opinion  of  actual  cash  value,  what  method 
did  you  use?  What  recognized  appraisal  method? 

A.  The  recognized  appraisal  method  I  used, 
which  is  common  in  the  appraisal  profession,  is 
the  summation  value.  In  other  words,  you  have 
to  start  from  scratch,  what  this  building  would 
cost  to  reproduce  it  at  the  time  you  make  your 
appraisal. 

Q.  Are  there  other  methods  to  be  used  in  de- 
termining actual  cash  value? 
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A.  There's  two  other  methods  that's  common. 
One  is  the  income  approach  and  the  other  is  the 
comparative  approach. 

Q.     Were  those  applicable  in  this  case? 

A.     No,  sir. 

Q.     Why  not? 

A.  Well,  first  of  all,  this  is  not  an  income 
piece  of  property.  So  I  washed  that  out.  Sec- 
ondly, the  comparable  approach  or  the  market 
approach — this  is  hardly  any — the  comparative 
approach,  you  use  by  comparing  it  with  sales  of 
other  like  properties  or  types  of  properties  in 
the  neighborhood  or  possibly  within  a  fair  vicin- 
ity. That's  like  the  property,  the  sales  on  those 
properties.  No,  I  know  of  no  sales  and  I  couldn't 
find  any  sales  of  like  properties  in  the  Bay  Area, 
like  this  subject  property.  Therefore,  I  didn't  use 
the  comparative  or  market  data  approach. 

Q.     So  what  approach  did  you  use,  Mr.  Hunt? 

A.     The  only  one  is  the  summation  approach. 

Q.  And  would  you  describe  for  the  Court  the 
manner  in  which  you  go  about  the  summation 
approach  to  determine  actual  cash  value? 

A.  Well,  we  gather,  figure  out  the  square  foot 
area  of  the  buildings.  We  apply  a  cost  factor  to 
that  to  reproduce  it  as  of  today,  we  will  say,  or 
the  time  I  make  my  appraisal. 

Q.     Where  did  you  get  that  cost  factor? 

A.  I  get  that  cost  from  various  services,  like 
Marshall  Stevens,  from  my  own  experience  with 
the  Veterans  Administration,  FHA  and  various 
associations  with  cost  analyses,  people  who  are 
working  with  it  all  the  time.  Then  I  have  my 
personal  opinion  by  reason  of  comparison  of 
properties.  So  I  take  the  one  that's  closest  in  my 
opinion,  which  I  think  will  fit  the  case. 
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Q.  And  using  that  approach  to  determine  ac- 
tual cash  vahie,  did  you  determine  the  replace- 
ment value  of  the  building? 

A.    Yes  I  did. 

Q.  What  is  your  opinion  of  the  replacement 
value  of  the  building,  using  the  summation  ap- 
proach ? 

A.  In  1966,  that  year  of  the  fire,  my  opinion, 
to  replace  that  building  would  amount  to  $456,000. 

Q.  Now,  are  there  any  other  factors  that  you 
must  consider  to  determine  actual  cash  value  as 
compared  with  your  replacement  cost? 

A.  Yes.  I  observe  the  building  in  its  condi- 
tion and  I  study  out  how  it  appears  to  be  physi- 
cally. Maybe  some  obsolescence  and  so  forth.  And 
I  add  the  two  together,  physical  obsolescence  in 
my  opinion,  and  so  I  depreciate  this  another  50 
percent. 

Q.    50  percent  depreciation? 

A.    Yes. 

Q.  Now,  applying  that  depreciation,  what  fig- 
ure do  you  arrive  at? 

A.  Well,  including  some  other  values,  like, 
there's  a  lot  of  cement  flat  work  there,  there, 
there  was  fences  and  landscaping.  Adding  those 
two  on,  which  amounted  to  a  couple  of  thousand, 
in  my  opinion,  I  then  arrived  at  a  figure  of 
$230,000. 

Q.  And  the  $230,000  figure  is  your  estimate 
of  what? 

A.  The  fair  market  value  or  the  depreciated 
value  or  the  actual  cash  value  as  of  the  time  of 
my  appraisal. 

Q.     As  of  the  time  of  the  fire? 

A.     That's  right,  yes,  at  the  time  of  the  fire. 

Q.  All  right.  Now,  Mr.  Hunt,  were  you  able 
to  cross-check  your  opinion,  arrived  at  through 
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the  summation  approach,  by  any  other  methods? 

A.    Yes,  I  was,  and  I  did. 

Q.     What  did  you  do  ? 

A.  Well,  I  received  a  letter  written  by  the 
Royal  Globe  Insurance,  sent  to  the  Sisters,  or  a 
man  named  Frank  Costello,  as  to  their  opinion  in 
July  26th,  1963,  what  they  thought  the  business 
was  worth. 

Q.  Now,  were  you  able  to  use  that  letter  in 
any  way  to  cross-check  your  opinion? 

A.     That's  right. 

Q.     What  did  you  do,  Mr.  Hunt? 

A.  Well,  I  took  their  figures,  as  I  have  the 
letter  in  front  of  me,  and  tliis  was  made  in  1963, 
and  I  updated,  upgraded,  we  will  say,  to  1966, 
which  we  have  to  do  in  the  procedure  of  ap- 
praisal. 

Q.  How  did  you  do  that,  Mr.  Hmit,  when  you 
updated  it? 

A.  Upgraded,  I  should  say.  Upgraded,  bring- 
ing it  up  to  date.  Well,  I  sort  of  took  their  fig- 
ures here  and  I  relied  that  they  could  be  right.  I 
did  not  lean  too  nmch  to  it,  but  I  took  their  own 
figures  and  then  I  come  to  replacement  cost, 
which  they  use  the  word  'replacement  cost'  on 
tins  letter,  $330,000.  Well,  from  all  services  we 
have,  the  average  increase  in  that  number  of  years 
runs  around  three,  3%  percent.  But  I  just  took 
2%  percent.  So  I  multiplied  2%  percent  by  3, 
which  was  7^/2  percent,  which  is  '63  to  ^66.  So  I 
increased  their  replacement  cost  by  IY2  percent. 

They  have  insurance  exclusions,  which  average 
3%  percent.  I  took  their  own  procedure,  and  I 
subtracted  3%  percent  for  insurance  exclusions. 

Then  they  i^ut  down  35  percent  depreciation. 
I  took  that  35  percent  depreciation.    So  I  sub- 
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tracted  the  total  that  I  have  arrived  at  by  35 
percent,  and  so  on  down  the  line. 

On  their  figures  here,  their  totals  amount  to 
about  $220,000,  which  they  thought  it  was  worth 
at  that  time.  But  by  upgrading  it,  the  biggest 
depreciation  they  took  off  was  only  35  percent. 
I  upgraded  it  and  then  my  opinion  comes  to  a 
certain  amount  of  money.  But  I  was  a  little 
stiffer  on  depreciation  than  they  were.  But  I 
still  come  up  to  $230,000. 

Q.  So  by  cheeking  your  opinion,  arrived  at 
through  the  siunmation  approach,  against  an  up- 
grading of  the  insurance  company's  approach, 
what  conclusion  did  you  reach? 

A.  $230,000."  (RT  p.  64,  line  11  to  p.  69,  line 
11.) 

Thus,  this  expert  real  estate  appraiser  gave  his 
opinion  based  upon  the  summation  approach  cross- 
checked against  the  opinion  of  the  defendant  insur- 
ance company  updated  to  the  date  of  the  fire  loss.  A 
synopsis  of  the  method  by  which  he  reached  his  opin- 
ion was  introduced  into  evidence.  (Plaintiff's  Exhibit 
22;  RT  93,  line  19.) 

3.     Kenneth  Newkirk,  construction  cost  analyst: 

'^Q.  And  what  was  the  purpose  of  the  prop- 
erty damage  appraisal? 

A.  To  establish  the  replacement  value  of  the 
property  based  on  the  cost  at  the  time  of  the  fire. 

Q.  And  what  do  you  mean  by  replacement 
value  or  replacement  approach  to  determining 
actual  cash  value? 

A.  The  cost  it  would  take  to  duplicate  the 
buildings  in  their  conditions  immediately  prior 
to  the  time  they  were  damaged,  or  to  the  time  it 
was  asked  that  the  appraisal  be  made. 
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Q.  All  right,  and  how  do  you  go  about  de- 
termining that  cost,  Mr.  Newkirk? 

A.  By  establishing  the  features  of  the  build- 
ing, the  physical  features,  and  then  making  an 
actual  count  of  the  component  parts  of  the  build- 
ing. That  includes  studs,  nails,  eaves,  gutters, 
all  details  of  the  building.  Enumerating  those  in 
quantity,  totalling  those  quantities,  transferring 
those  quantities  to  an  estimate  sheet  and  apply- 
ing the  unit  costs  of  the  materials  and  labor  ap- 
plicable at  the  time,  the  chronological  time  that 
it  was  asked  that  the  appraisal  be  made.  Thereby 
you  arrive  at  a  total  cost  of  replacement.  This  is 
the  routine  way  in  which  any  construction  esti- 
mate is  prepared. 

Q.  All  right,  now,  I  refer  you  to  Plaintiff's 
Exliibit  No.  20  for  identification,  which  is  before 
you.  Do  those  six  sheets  comprise  the  floor  plan 
that  you  prepared  as  the  first  step  in  your  ap- 
proach to  the  replacement  cost? 

A.    Yes. 

Q.  And  would  you  tell  the  court  how  you  were 
able  to  reconstruct  the  floor  plan  of  the  building 
after  the  fire,  after  the  fact? 

A.  Well,  the  initial  step  was  to  contact  Mr. 
Saleme,  who,  along  with  an  aide,  took  a  great 
many  pictures  prior  to  or  during  demolition,  and 
determine  from  him  all  the  information  that  I 
could  of  the  features  of  the  building. 

Q.  What's  the  next  thing  that  you  did,  Mr. 
Newkirk  ? 

A.  Next  thing  that  I  did  was  to  conduct  a 
great  many  conferences  with  the  Sisters  who 
had  actually  lived  in  the  buildings,  supervised 
them,  and  were  thoroughly  cognizant  and  familiar 
with  all  the  details. 
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Q.  How  many  conferences  would  you  say  you 
had  with  the  Sisters  who  had  lived  in  the  build- 
ing? 

A.    As  I  recall,  there  were  six  conferences. 

Q.  And  did  you  use  the  photographs  at  that 
time  also? 

A.  I  used  Mr.  Saleme's  photographs,  and  then 
the  ladies  produced  a  great  many  more  photo- 
graphs and  were  able  to  comment  extensively  on 
the  features  in  the  photographs.  And  from  their 
comments  and  information,  I  prepared  tentative 
sketches,  which  I  then  took  to  them  for  their  com- 
ments and  corrections.  The  sketches  were  revised, 
brought  down  to  a  closer  state  of  refinement,  at 
which  time  I  again  took  the  sketches  back  to 
them,  compared  them  with  the  pictures  that  they 
had,  and  finally  produced  the  drawing  shown 
here,  which  the  ladies  have  assured  me  are  ex- 
tremely accurate  representations,  even  to  the 
exact  scale  of  the  two  structures. 

Q.  How  much  time  would  you  say  you  spent 
in  conference  with  the  Sisters  in  order  to  produce 
these  plans,  Mr.  Newkirk  ? 

A.  The  conferences  themselves  occupied  per- 
haps, oh,  as  long  as  24  to  30  hours.  The  work  in 
preparation  of  the  plans  occupied  perhaps  as 
much  as  60  hours. 

Q.  And  at  this  present  time  you  would  say 
that  that  is  an  accurate  representation  of  the 
convent  as  it  stood  on  the  day  before  the  fire? 

A.     I  am  thoroughly  convinced  that  it  is. 

Q.  And  this  floor  plan  is  an  accurate  summary 
or  schedule  of  the  convent  as  it  appeared  on  the 
day  before  the  fire? 

A.    Yes. 

Mr.  Ford:  Offer  Plaintiff's  Exhibit  20  for 
identification  into  evidence,  Your  Honor. 
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The  Court:     All  right. 

( Plaintiff ^s  Exhibit  20  for  identification  re- 
ceived in  evidence.) 

Q.  Mr.  Ford:  Now,  Mr.  Newkirk,  having 
I^roduced  the  plans,  what  is  your  next  step  in  the 
process  of  detennining  the  reproduction  cost  ? 

A.  To  make  what  is  known  as  a  quantity  sur- 
vey, which  is  of  course  the  determination  of  the 
quantity  of  materials  used  in  constiiiction  of  the 
building. 

Q.  Now  I  will  show  you  Plaintiff's  Exhibit 
No.  21  for  identification,  a  series  of  six  pages. 
Is  that  the  quantity  survey  or  cost  analysis  that 
you  made  from  the  building  plans? 

A.  This  is  not  the  quantity  survey ;  this  is  the 
recapitulation  of  the  quantity  survey,  and  this 
constitutes  the  estimate,  the  cost  estimate. 

Q.  All  right,  refening  to  Plaintiff's  Exhibit 
21  for  identification,  would  you  tell  the  Court 
how  you  went  about  preparing  that  analysis? 

A.  From  the  quantity  surv^ey,  the  quantities  of 
materials  which  were  taken  off,  in  great  detail, 
were  transferred  to  the  estimate  sheet  and  listed 
hereon,  and  costs  which  were  prevalent  in  1966 
were  applied  to  these  totals  to  amve  at  the  cost 
of  the  component  parts  and  the  installation  of 
them  and  the  incorporation  into  the  stmcture. 
Those  totals  were  then  grand  totalled  and  the 
various  payroll  taxes,  sales  tax  overhead  and 
profit  featuresi  added,  to  arrive  at  the  reproduc- 
tion cost  of  the  building. 

Q.  All  right,  now,  as  a  result  of  that  ap- 
proach, Mr.  Newkirk,  do  you  now  have  an  opinion 
of  the  replacement  cost  of  the  insured  convent 
buildings'? 

A.     I  do. 

Q.    What  is  your  opinion  ? 
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A.  The  cost  to  replace  the  buildings,  from  the 
tops  of  the  foundation  up,  the  foundations  were 
not  included,  is  $439,675.56. 

Q.  Now,  that  replacement  cost  would  give  us  a 
brand-new  building,  is  that  right? 

A.     Yes. 

Q.  Now,  is  there  any  other  factor  that  you 
must  take  into  consideration  to  reduce  the  re- 
placement cost  to  actual  cash  value? 

A.    Yes,  physical  depreciation. 

Q.  And  did  you  apply  any  percentage  for 
physical  depreciation  ? 

A.     50  percent. 

Q.  50  percent.  As  a  result  of  the  application 
of  that  factor,  do  you  have  an  opinion  as  to  the 
actual  cash  value  of  the  building  as  of  the  date  of 
the  fire? 

A.  $219,837.78."  (RT  p.  101,  line  14  to  p.  106, 
line  18.) 

Thus,  this  expert  cost  analyst  gave  his  opinion 
based  upon  a  quantity  survey  approach  to  ''actual 
cash  value". 

After  cross-examination,  the  relevance  of  the  ''broad 
evidence  rule"  was  gi*aphically  and  succinctly  pointed 
out  by  this  expert: 

^'Redirect  ExaminatioTi 

By  Mr.  Ford: 

Q.  Mr.  Newkirk,  were  all  of  the  factors  Mr. 
Castro  mentioned  taken  into  consideration  at 
arriving  at  your  depreciation  amount  after  hav- 
ing established  your  replacement  cost  ? 

A.  You  mean  from  the  standpoint  of  fimction 
and  economic  obsolescence  as  well  as  the  physical 
depreciation  ? 
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Q.    Yes. 

A.  Yes,  those  are  intan^bles  upon  which  I 
could  place  no  percentage,  but  which  are  a  real 
factor. 

Q.     A  real  factor  in  the  depreciation? 

A.     Yes. 

Mr.  Ford:  Thank  you,  Mr.  Newkirk."  (RT  p. 
Ill,  lines  8-20.) 

Thus,  all  of  the  factors  that  appellant  contends 
should  be  considered  under  the  broad  evidence  rule 
were  so  considered  in  reaching  a  determination  of 
proper  depreciation. 

4.     William  Saleme — repair  contractor: 

^'Q.  Mr.  Ford:  Now,  Mr.  Saleme,  after  mak- 
ing the  inspection  of  the  damaged  premises  and 
taking  the  photographs,  did  you  at  my  request 
prepare  an  estimate  of  the  cost  of  repair  of  the 
building? 

A.    Yes. 

Q.  Would  you  refer  to  Plaintiff^s  Exhibit  13 
for  identification?  Does  that  correctly  set  forth 
your  estimate  to  repair  the  building? 

A.    Yes. 

Q.  And  what  is  your  estimate  of  repair  to  the 
building,  Mr.  Saleme? 

A.     $237,552. 

Q.  And  how  did  you  break  that  down  in  order 
to  arrive  at  that  figure? 

A.  Well,  from  my  visual  inspection,  we  first  of 
all  broke  it  down  by  square  footage  on  each  floor 
of  each  building,  and  then  we  arrived  at  a  per- 
centage of  damage  on  each  floor,  and  then  arrived 
at  a  square  footage  cost  for  reconstruction,  and 
applied  the  factors  and  arrived  at  the  price. 
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Q.  And  after  the  application  of  all  of  the  fac- 
tors in  arriving  at  the  price,  what  was  your  cost 
to  repair  that  damaged  building? 

A.  $237,552."  (RT  p.  117,  line  10  to  p.  118, 
Hue  8.) 

Thus,  the  expert  repair  contractor  testified  to  re- 
pair cost,  providing  another  of  the  ''facts  and  cir- 
cumstances" relevant  under  the  "broad  evidence  rule" 
cited  by  appellant.  (Appellant's  Opening  Brief,  p.  37.) 

This  cost  of  repair  is  ''more  of  a  limitation  on  the 
insurer's  liability  than  a  substantive  measure  of  dam- 
ages" (CT  p.  152,  lines  28-29),  but,  within  the  context 
of  the  "broad  evidence  rule"  it  is  abundantly  clear 
that  the  testimony  of  the  witness  Saleme  provided  the 
Court  with  additional  factors  other  than  "replace- 
ment value  less  depreciation — period".  (Appellant's 
Opening  Brief,  p.  40.)  In  citing  this  statement  of 
the  Court,  out  of  context  with  the  Memorandum  of 
Opinion,  appellant  attempts  to  throw  the  method  of 
deteiTTiining  "actual  cash  value"  completely  out  of 
focus. 

5.  Elmer  Madsen — Royal  Grlobe  Insurance  Com- 
pany Special  Representative^ — Fire  Protection  De- 
partm^ent  (RT  p.  126,  lines  14-17)  : 

"Q.  All  right.  Were  you  aware,  in  July  of 
'63  when  you  wrote  that  letter,  that  the  property 
that  you  were  inspecting  was  then  the  subject  of 
a  standard  California  fire  insurance  policy  in  the 
amount  of  $210,000? 
A.  I  knew  there  was  a  policy,  yes. 
Q.  You  knew  there  was  a  policy.  Did  you 
know  the  amount? 


A.    Yes. 

Q.  And  you  were  not  employed  by  any  sepa- 
rate independent  underwriting-  board  or  ap- 
praisal firm;  you  were  employed  by  Royal  Globe 
Insurance  is  that  correct? 

A.     Yes. 

Q.  Within  the  course  and  scope  of  your  em- 
ployment, you  made  this  evaluation  for  the  Sis- 
ters? 

A.     No,  I  made  an  inspection. 

Q.     You  made  an  inspection? 

A.  To  see  if  the  building  was  the  same  as  it 
had  been  when  the  original  evaluation  was  made 
in  1956. 

Q.     So  prior  .  .  . 

Pardon  me,  I'm  sorry.  Were  you  finished? 

A.  I  brought  the  values  up  to  date.  I  did  not 
make  a  valuation  at  that  time. 

Q.     What  were  the  values  in  1956? 

A.     Replacement  cost  was  $290,000. 

Q.     What  was  the  date  in  1956? 

The  Court :     What  was  it  in  1956,  two  what  ? 

Q.     Mr.  Ford:     $290,000,  Mr.  Madsen? 

A.    Was  the  replacement  cost,  yes. 

Q.     What  was  the  date  in  1956  ? 

A.     November  28th. 

Q.     Did  you  make  that  appraisal? 

A.     No,  sir. 

Q.  So  between  that  date  and  your  appraisal  in 
1963,  it  was  your  opinion  that  the  value  of,  the 
insurable  value  of  the  building  decreased,  is  that 
correct? 

A.  No,  this  was,  the  $290,000  was  the  replace- 
ment cost. 

Q.  Oh,  I  see,  I  see.  All  right,  what  was  your 
replacement  cost  in  1963  ? 
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A.     $330,600. 

The  Court:     Three  hundred  what? 

The  Witness:     $330,600. 

Q.     Mr.  iFord:     $330,6001 

A.    Yes. 

Q.     Replacement  cost? 

A.    Yes,  sir. 

Q.  What  was  your  opinion  of  the  100  percent 
insurable  value  as  of  July  the  26th,  1963,  as  set 
forth  in  your  letter? 

A.     $207,370. 

The  Court:     Two  hundred  seven 

The  Witness:     $207,370. 

Q.     Mr.  Ford:     $207,370? 

A.     Yes."  (RT  p.  127,  line  22  to  p.  130,  line  3.) 

(c)  Defendant's  Evidence  on  Damages. 
Appellant  is  concemed  that  the  evidence  presented 

by  their  witnesses  was  not  considered  by  the  Court : 
^ '  Conversely,  the  Court  disregarded  the  testimony 
of  defendant's  appraiser  concerning-  the  adverse 
effect  on  the  building's  value  of  the  substantial 
costs  of  conforming  it  to  the  Code,  on  the  ground 
that  'the  witness  did  not  even  consider  the  cost 
of  replacement  of  the  building  to  its  condition  as 
it  stood  just  before  the  fire'  R  154"  (Appellant's 
Opening  Brief,  p.  40) 

Let  us  inquire  into  how  these  witnesses  fared  on 
qualif3dng  their  opinions  and  testimony: 

1.  Paul  Shobring — Building  Inspector,  City  of 
Berkeley : 

After  testifying  that  he  delivered  notices  of  dis- 
crepancies to  the  Sisters,  Mr.  Shobring  was  asked 
on  cross-examination : 
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*^Cross-Exojmination 

By  Mr.  Ford: 

Q.  Mr.  Shobrin^,  I  will  show  you  Defendant's 
Exhibit  N  in  evidence,  which  is  the  form  of  per- 
mit of  occupancy  of  the  City  of  Berkeley. 

A.    Yes. 

Q.  It  is  your  obligation  to  issue  that  form  of 
permit  of  occupancy,  is  that  correct? 

A.     That's  correct. 

Q.  Did  you  issue  such  a  permit  of  occupancy 
to  the  Sisters  of  the  Presentation  in  1961? 

A.    Yes,  as  I — about  the  same  date. 

Q.  Did  you  issue  such  a  permit  of  occupancy 
in  1962? 

A.    Yes. 

Q.  Did  you  issue  such  a  permit  of  occupancy 
in  1963? 

A.    Yes. 

Q.     Pardon  me? 

A.    Yes. 

Q.    Yes,  you  did? 

A.    Yes,  I  did. 

Q.  Did  you  issue  such  a  permit  of  occupancy 
in  1964? 

A.    Yes. 

Q.     I  am  sorry,  I  couldn't  hear  you. 

A.    Yes. 

Q.  Did  you  issue  such  a  permit  of  occupancy 
in  1965? 

A.    Yes. 

Q.  Did  you  issue  such  a  permit  of  occupancy 
in  1966? 

A.    Yes. 

Mr.  Ford:     No  other  questions,  Mr.  ShobiTUg. 

The  Witness :  No,  excuse  me  on  that  last  ques- 
tion. 
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Mr.  Ford :     Explain  it  if  you  like. 

The  Cofurt:  The  last  question  was,  'Did  you 
issue  such  a  permit  of  occupancy  in  1966?'  Did 
you? 

The  Witness:    Was  that  the  year  of  the  fire? 

Q.     Mr.  Ford :     Yes,  it  was. 

A.    No. 

Q.  You  hadn't  as  yet  made  your  inspection  in 
1966? 

A.    No. 

Mr.  Ford :  Thank  you,  Mr.  Shobring.  No  other 
questions,  your  Honor. 

The  Court:  All  right,  fine.  Thank  you,  sir." 
(RT  p.  193,  line  13  to  p.  195,  line  11.) 

Thus,  the  official  representative  of  the  City  of 
Berkeley  testified  that,  regardless  of  the  notices,  each 
year,  year  after  year,  he  continued  to  issue  occupancy 
permits.  Of  what  value  then  is  his  testimony  about 
the  discrepancies?  Appellant  spends  two  pages  (Ap- 
pellant's Opening  Brief,  pp.  8-9)  reviewing  this  testi- 
mony but  not  one  line  to  the  complete  destruction  of 
the  testimony  on  cross-examination. 

2.     John  M.  Gilbertson — Insurance  Estimator: 

'^  Recr  OSS-Examination 

By  Mr.  Ford: 

Q.  Mr.  Gilbertson,  I  note  from  your  schedule 
that  you  are  with  W.  A.  Rose  and  Company,  is 
that  correct? 

A.    Correct. 

Q.  What's  your  capacity  with  W.  A.  Rose  and 
Company  ? 

A.  I  am  a  member  of  the  corporation  and  also 
an  estimator. 
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Q.  And  insurance  work  is  yoiu*  specialty,  is 
that  correct? 

A.     That  is  correct. 

Q.  Therefore  you  prepared  this  estimate  in 
accordance  with  and  pursuant  to  the  provisions 
of  the  Standard  Fire  Insurance  Policy  that's  in- 
volved in  this  action,  is  that  correct? 

A.    No. 

Q.     Oh,  you  did  not? 

A.    No. 

The  Court:  Now,  that  may  go  into  evidence. 
This  Exhibit  B-2,  your  breakdown  which  counsel 
has,  may  go  into  evidence  as  a  summary  and 
schedule,  is  that  connect? 

Mr.  Castro:    Yes. 

Mr.  Ford:     Yes,  Your  Honor.    No  objection. 

(Defendant's  Exliibit  B-2  received  into  evi- 
dence.) 

The  Court:      All  right. 

Now,  go  ahead. 

Mr.  Ford:  Q.  So  this  estimate  that  you  have 
presented  to  the  Court  has  no  reference  whatso- 
ever to  the  Fire  Insurance  Policy  that's  involved 
in  this  action,  is  that  correct  ? 

A.  Directly,  no.  I  was  asked  to  prepare  an 
estimate  as  far  as  I  could  determine  as  to  the  cost 
of  bringing  that  building  wp  to  code  requirements 
before  the  fire. 

Q.     Before  the  fire? 

A.    Before  the  fire. 

Q.  Now,  how  does  that  relate  to  the  pro- 
visions of  the  policy  that  provide  '  but  not  exceed- 
ing the  amount  which  it  would  cost  to  replace  or 
repair  the  property  with  material  of  like  kind 
and  quality  within  a  reasonable  time  after  such 
loss'? 
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A.  I  have  nothing  to  do  insofar  as  inter- 
preting insurance  policy  is  concerned. 

Q.  And  you  didn't  prepare  anything  to  show 
in  accordance  with  the  policy  the  cost  to  repair 
or  replace  with  materials  of  like  kind  and 
quality  after  the  loss,  did  you? 

A.     That  is  correct. 

Q.     This  refers  to  before  the  loss,  doesn't  it? 

A.    Yes,  yes. 

Q.  And  it  doesn't  refer  to  this  policy  or  this 
building  in  this  case,  does  it  ? 

A.     It  refers  to  the  building. 

Q.    Before  the  loss  ? 

A.    Yes. 

Q.    Not  after  the  loss? 

A.  I  was: — it  was  my  understanding  that  His 
Honor  asked  that 

The  Court :  Listen,  I  didn't  ask  anything.  Just 
what  do  you  want  to  find  out  ? 

The  Witness:  I  don't  get  what  he  is  driving 
at,  Your  Honor. 

The  Court :  Well,  if  you  just  make  short  ques- 
tions and  factual  questions  we  will  get  answers. 

Mr.  Ford:  Q.  This  estimate  contemplates  re- 
pair before  the  loss,  is  that  correct? 

The  Coui't:  No,  no.  As  I  imder stand  it  counsel, 
your  estimate  that  you  have  given  here  is  an  es- 
timate of  what  it  would  cost  to  bring  this  build- 
ing into  conformity  with  the  Berkeley  Code 
requirements  if  done  before  the  fire. 

The  Witness:     That  is  correct,  You  Honor. 

The  Court :     Isn't  that  it  ? 

Mr.  Ford:  That's  correct,  Your  Honor. 

The  Court:  Well,  why  get  it  all  balled  up 
then? 

Mr.  Ford:  Q.  It  refers  in  no  way  to  repair- 
ing the  building  after  the  loss,  is  that  coiTcct? 
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A.     That  is  correct. 

Mr.  Ford:     No  other  questions. 

The  Court :  In  other  words,  you  didn't  attempt 
to  figure  merely  the  cost  of  replacing  the  building 
after  the  loss? 

The  Witness:     That  is  correct,  Your  Honor. 

The  Court :  To  the  condition  it  was  before  the 
fire,  you  did  not  figure  that  ? 

The  Witness :     That  is  correct,  Your  Honor. 

The  Court:     All  right. 

Mr.  Ford:  No  other  questions.  Your  Honor." 
(RT  p.  434,  line  10  to  p.  438,  line  4.) 

Thus,  Mr.  Grilbei-tson,  in  reply  to  the  Court's  ques- 
tions admitted  that  his  estimate  bore  no  relation 
whatsoever  to  "actual  cash  value",  the  measure  of 
dsmiages  set  forth  in  the  insurance  policy.  His  testi- 
mony refers  merely  to  cost  to  conform  the  building 
to  code  prior  to  the  fire;  it  had  nothing  whatsoever  to 
do  with  replacement  cost,  reproduction  cost,  deprecia- 
tion, or  ultimately,  "actual  cash  value",  the  measure 
set  forth  in  the  policy  and  applicable  under  the  law. 

3.  George  A.  HoHon — Real  Estate  Broker  and 
Appraiser : 

^'Reci -Qtiti  Examination 
By  Mr.  Ford: 

Q.  Mr.  Horton,  you  testified  you  were  a  real 
estate  broker? 

A.     I  have  a  broker's  license,  yes,  sir. 

Q.     Are  you  a  building  contractor  also? 

A.     No,  sir. 

Q.  May  I  see  your  breakdown  for  the  build- 
ing items  that  you  testified  would  require 
$121,000? 
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The  Court :  I  want  all  of  the  testimony  of  any 
witness  who  gives  an  opinion  of  this  kind  to  be 
reflected  in  some  kind  of  a  schedule  or  summary. 
And  I  take  it  this  is  it,  is  it,  sir  ? 

The  Witness:  I  have  a  better  summary  given 
by  Mr.  Gilbertson  who  is  a  contractor. 

The  Court :  I  am  talking  about  yours.  You  are 
the  man  who  is  testifying.  Is  this  your  calcula- 
tion? 

The  Witness:     Yes,  sir. 

The  Court:     All  right.  Mark  it  as  an  exhibit. 

And  this  correctly  reflects  the  calculations  you 
have  testified  to? 

The  Witness:     Yes,  sir. 

The  Court:     All  right. 

The  Clerk:  It's  Plaintiff's  Exhibit  24  for 
identification. 

Mr.  Ford:  It  can  go  right  into  evidence  as 
far  as  I  am  concerned,  Your  Honor. 

The  Court:     All  right.  No  objection. 

The  Clerk:     That's  Defendant's  Exhibit  A-2. 

Mr.  Ford:     Yes,  Defendant's. 

(Calculations  of  Mr.  Horton  marked  for  identi- 
fication as  Defendant's  Exhibit  A-2  and  received 
into  evidence.) 

Mr.  Ford:  Q.  Now,  Mr.  Horton,  in  your  ex- 
perience as  a  real  estate  broker,  how  many  roofs 
have  you  fixed  to  the  extent  of  $10,000? 

How  much  experience  have  you  had  in  fixing 
roofs  to  the  extent  of  $10,000  improvement? 

A.     Sir,  I  don't  repair  roofs. 

Q.    You  don't  repair  roofs? 

A.    No. 

Q.     All  right. 

A.  I  am  a  real  estate  apj^raiser  and  a  realtor 
and   I    estimate   these   things,    and   in   order   to 
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estimate  them  I  discuss  the  matter  with  qualified 
persons  who  are  capable  of  giving  me  what  I 
consider  sound  advice  on  certain  costs, 

Q.  So  then  this  isn't  your  estimate,  this  is 
someone  else's  estimate? 

A.  I  was  in  a  consultation  with  a  contractor 
when  that  was  prepared. 

Q.  So  this  is  not  your  estimate,  it's  someone 
else's  estimate? 

A.  Not  in  total,  some  of  the  figures  are  mine 
and  some  are  the  contractors. 

The  Court :  Well,  your  business  is  to  buy  and 
sell  real  estate  and  also  incidentally  to  give 
appraisals  on  the  value  of  a  piece  of  real  estate, 
isn't  that  right? 

The  Witness :  Generally  speaking  at  this  time 
Your  Honor,  my  business  is  real  estate  apprais- 
ing, and  I  do  incidental  brokerage  occasionally. 

Mr.  Ford:  Q.  You  don't  estimate  the  cost  to 
repair  buildings  as  a  profession,  do  you,  Mr. 
Horton  ? 

A.     Not  the  cost  to  repair  buildings,  no,  sir. 

Mr.  Ford :     I  don't  have  any  other  questions. 

The  Coui't:  All  right.  Fine.  Thank  you,  sir." 
(RT  p.  424,  line  13  to  427,  line  10.) 

Thus,  Mr.  Horton  revealed  that  he  was  not  even 
qualified  to  testify  on  matters  that  he  was  presenting 
to  the  Coui*t,  but  rather,  that  he  was  using  someone 
else's  opinion.  Little  wonder  that  the  trial  Court  "dis- 
regarded the  testimony  of  defendant's  appraiser". 
(Appellant's  Opening  Brief  p.  40.)  How  is  the  trial 
Court  to  give  credence  to  any  testimony  that  the  wit- 
ness admits  he  is  unqualified  to  give? 
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(d)  Conclusion  from  Comparison  of  Testimony  by  Plaintiff  and 
Defendant. 

The  only  conclusion  that  can  be  drawn  from  a  com- 
parison of  the  testimony  of  Defendant's  witnesses  and 
Plaintiff's  witnesses  is  that  the  Court  accepted  the 
testimony  of  Plamtiff's  witnesses  as  modified  by  that 
of  Defendant's  witness  Horton.  The  Memorandum  of 
Decision  clearly  reflects  this  throughout  and  clearly 
defines  that  the  Court  considered  many  factors  other 
than  simply  replacement  cost-depreciation,  period.  If 
that  were  the  sole  criteria,  the  Court  could  not  have 
deducted  the  sum  of  $52,000.00  for  removal  of  fixtures 
and  could  not  have  relied  upon  the  testimony  of 
Defendant's  witness  Horton,  the  only  one  to  give  this 
estimate. 

Based  on  all  of  the  al)ove,  it  is  clear  that  the  Court 
considered  all  relevant  factors  in  making  its  deter- 
mination of  "actual  cash  value".  Rather  than  reject- 
ing the  "broad  evidence  nile",  the  Court  permitted 
the  widest  range  of  testimony,  took  into  consideration 
the  following  factors: 

(1)  The  age  of  the  building:  "a  very  old  build- 
ing constructed  before  the  turn  of  the  century". 
(Memorandum  of  Decision,  RT  p.  147,  lines 
5-6.) 

(2)  The  Agreement  betw^een  the  Bishop  and  the 
sisters  and  performance  thereof.  (Memorandum 
of  Decision,  RT  p.  148,  line  25  to  149,  line  4). 

(3)  The  Contract  between  the  Bishop  and  the 
general  contractor  Garing.  (Memorandum  of  De- 
cision, RT  p.  149,  lines  11-23). 
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(4)  Vacancy  of  the  building  and  increased  haz- 
ard. (Memorandum  of  Decision  RT  p.  150,  line 
34  to  p.  151,  line  16.) 

(5)  Notices  delivered  to  the  sisters  by  defend- 
ant's witness  Shobring.  (Memorandum  of  Deci- 
sion, RiT  p.  151,  line  26  to  152,  line  1.) 

(6)  Opinions  of  Plaintiff's  experts  (Memoran- 
diun  of  Decision,  RT  p.  153,  lines  11-27.) 

(7)  Opinions  of  Defendant's  experts  (Memo- 
randum of  Decision  RT  p.  153,  line  30  to  154, 
line  9. 

(8)  Conformity  with  Berkeley  building  code 
(Memorandum  of  Decision,  RT  p.  154,  lines  10- 
16.) 

(9)  Removal  of  Fixtures.  (Memorandum  of  De- 
cision RT  p.  159,  lines  5-20.) 

In  view  of  the  consideration  given  to  each  of  these 
factors  as  outlined  in  the  Memorandum  of  Decision 
it  is  rather  farfetched  of  Appellant  to  contend  that 
the  Court  did  not  take  into  consideration  any  other 
factors  than  replacement  cost-depreciation,  peiiod.  The 
decision  clearly  demonstrates  the  wide  range  of  con- 
sideration indulged  by  the  trial  Court  and  clearly 
demonstrates,  by  the  $52,000  reduction,  that  the  Court 
was  not  bound  by  the  shackles  of  the  replacement 
cost  test  alone.  Call  it  by  any  other  name,  or  call  it 
by  no  name  at  all,  this  was  the  ''broad  evidence  nile" 
in  actual  operation. 
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POINT  V 

APPELLANT'S  CONTENTION  OF  SUSPENSION  OF  INSURANCE 
BASED  UPON  INCREASED  HAZARD  IS  FULLY  ANSWERED 
IN  THE  MEMORANDUM  OF  DECISION. 

On  this  point,  the  trial  Court  completely  analyzed 
the  facts,  as  found  from  the  evidence,  as  applied  to 
the  law,  and  said: 

Increased  Hazard  Issue 

Defendant,  relying  on  the  ' '  Permits  and  Agree- 
ments Clause"  (Para.  19)  and  the  "Conditions 
Suspending  or  Restricting  Insurance"  clause 
(lines  28-31)  contends  in  effect  that  the  sisters 
increased  the  hazard  of  loss  by  change  of  the 
use  and  occupancy  of  the  building. 

There  is  no  express  provision  in  the  policy 
requiring  that  the  building  be  used  for  any  speci- 
fically stated  purpose  but  Paragraph  19  provides 
that  peraiission  is  granted  for  ''such  use  of  the 
premises  as  is  usual  and  incidental  to  the  business 
conducted  therein"  and  for  "existing  and  in- 
creased hazards"  and  for  "change  in  use  or  occu- 
pancy" .  .  .  ^'except  as  to  any  specific  hazard, 
use  or  occupancy  proJiihited  hy  the  express  terms 
of  this  policy."  (emphasis  added).  Permission  is 
also  granted  for  the  building  to  be  "in  course  of 
construction,  alteration  or  re^oair"  and  "to  build 
additions  thereto". 

Defendant  relies  on  the  "Conditions  Suspend- 
ing or  Restricting  Insurance"  clause  (lines  28- 
31)  as  an  express  prohibition  within  the  meaning 
of  Paragraph  19.  That  clause  provides  that  the 
company  will  not  be  liable  for  loss  occurring 
"(a)  while  the  hazard  is  increased  by  any  means 
within  the  control  or  knowledge  of  the  insured" 
or  ''(b)  while  a  described  building  ...  is  vacant 
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or  unoccupied  beyond  a  period  of  60  consecutive 
days." 

The  Court  finds  from  the  evidence  tliat  the 
building-  in  question  was  not  vacant  or  unoc- 
cupied beyond  a  period  of  60  consecutive  days; 
further,  that  the  hazard  was  not  increased  by  any 
means  within  the  conti'ol  or  knowledge  of  the 
insured ;  that  neither  the  vacating-  of  the  building 
by  the  sisters  to  the  extent  already  described,  nor 
the  auction  sale  of  personalty  already  mentioned, 
nor  the  entry  or  acts  of  demolition  subcontrac- 
tor's representative  already  mentioned,  nor  any 
other  means  within  the  know^ledge  or  control  of 
the  insured,  increased  the  hazard  of  the  com- 
pany's risk  of  fire  loss  over  what  the  rtsk  was 
when  the  policy  was  issued  in  1961;  that  the 
building  exterior  was  in  its  usual  condition  and 
appearance,  and  nothing  about  it  was  such  as  to 
invite  arsonists  oi'  otherwise  increase  the  hazard 
of  fire ;  that  the  interior  of  the  building,  although 
vacant  to  the  extent  already  described  was  not  in 
any  condition  that  would  increase  the  hazard  of 
fire. 

The  cases  cited  by  defendant  are  not  compar- 
able to  these  facts.  For  example,  in  Bizzuto  v. 
National  Reserve  Ins.  Co.,  92  C.A.2d  143,  206  P. 
2d  431  (1949)  the  risk,  expressly  limited  to  use  of 
a  building  as  a  barber  shoj^,  was  found  to  have 
been  increased  by  its  use  as  a  dry  cleaning  estab- 
lishment. In  Goldman  v.  Piedmont  Fire  Ins.  Co., 
198  F.2d  712  (3rd  Cir.  1952)  the  building  had 
partially  collapsed  and  its  condition,  unrepaired 
by  the  insured,  was  found  to  have  increased  the 
fire  hazard. 

Prior  to  the  fire  loss  the  sisters,  according  to 
witness  Shobring  Building  Inspector  for  the  City 
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of  Berkeley,  had  been  served  in  February,  1961, 
July,  1963  and  August,  1963,  with  certain  Notices 
of  Non-Conformity  to  the  Berkeley  Building 
Code  (Ex.  P).  Although  no  action  was  taken  by 
the  sisters  to  conform  the  building,  the  necessary 
Occupancy  Permits  were,  nevertheless,  issued  by 
the  city  to  the  sisters  for  each  year  from  1961 
through  1965  and  no  other  or  further  action  of 
any  kind  had  been  taken  by  the  city  up  to  the 
time  of  the  fire. 

It  thus  appears  and  the  court  finds  that  the 
sisters'  use  of  the  building  up  to  the  time  of  the 
loss  was  with  the  approval  of  the  city  under 
this  pattern  of  regular  issuance  of  annual  Occu- 
pancy Permits. 

For  the  foregoing  reasons  the  court  concludes 
that  the  defendant's  policy  of  insurance  was  not 
suspended  by  any  act  of  the  insured  increasing 
the  company's  risk  over  what  the  risk  had  been 
when  the  policy  was  issued,  as  contended  by  de- 
fendant, and  that  the  policy  was  in  full  force 
and  effect  at  the  tune  of  the  fire  loss.  (RT  p. 
150,  line  9,  p.  152,  line  11.) 

The  court  correctly  interpreted  the  policy  and  the 
evidence  as  it  applied  to  the  policy  in  determining 
that  no  increase  in  hazard,  other  than  that  authorized 
by  the  policy  itself,  had  occurred. 

Appellant  again  seeks  to  avoid  the  specific  terms 
of  its  own  policy,  depart  from  the  evidence  as  pre- 
sented to  the  court,  and  avoid  the  conclusions  of 
the  court  by  suggesting  the  application  of  rules  of 
law  that  do  not  apply  to  this  fact  situation.  Further, 
appellant  fails  to  cite  one  specific  item  of  evidence  to 
l)olster  its  claim. 
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Aj)pellant  bases  this  claim  of  increased  hazard  on 
the  demolition  of  the  building: 

"Paragraph  19  did  not  permit  the  Sisters  to  in- 
crease the  hazard  to  the  liuilding  without  limita- 
tion. The  permission  gTanted  for  increased  haz- 
ard was  clearly  restricted,  .  .  .  and  .  .  .  excluded 
the  demolition  of  the  building."  (Appellant's 
Opening  Brief  p.  63.) 

Appellant  conveniently  disregards  the  testimony  of 
their  own  witness,  Abdo  Allen,  the  demolition  con- 
tractor : 

"Q.  Mr.  Ford:  In  point  of  time,  Mr.  Allen, 
when  did  you  hegiyi  your  demolition,  before  or 
after  the  fire'.^ 

A.  Well,  we  couldn't  start  without  permits. 
We  got  them  on  the  9th,  so  it  would  be  after  tJie 
fire. 

Mr.  Ford:  Thank  you,  Mr.  Allen."  (RT  p. 
210,  lines  12-17.) 

Interpretation  of  Policy. 

Although  it  is  applicable  to  every  issue  involving 
the  intei'pretation  of  a  provision  of  the  insurance 
contract,  the  principle  that  the  court  will  resolve  any 
doubts  or  ambiguities  in  favor  of  the  insured,  applies 
most  strongly  to  the  matter  of  suspension  of  cover- 
age for  increased  hazard. 

"Foremost  among  them  is  the  rule  that 
since  an  insurance  policy  is  drawn  by  the 
insurer,  and  since  the  insurer  is  boimd  to 
use  such  language  as  to  make  the  provisions  of 
the   contract   clear   to   the    ordinaiy   mind,    any 
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ambiguity,  uncertainty,  or  reasonable  doubt  is  to 
be  resolved  by  a  construction  in  favor  of  the  in- 
sured, or  of  the  beneficiary  claiming  under  the 
policy.  Another  frequent  expression  of  the  rule 
is  that  where  the  language  is  reasonably  suscep- 
tible of  two  constructions,  it  should  be  construed 
in  favor  of  the  insured.  A  similar  statement  often 
made  is  that  an  insurance  policy  must  be  so  con- 
strued, if  fairly  warranted,  as  best  to  carry  out 
the  object  of  securing  indemnity  to  the  insured 
for  losses  to  which  the  insurance  relates,  rather 
than  to  narrow  the  protection  of  the  policy. 

To  have  the  benefit  of  any  of  these  propositions 
it  is  not  necessary  to  show  that  the  construction 
against  the  insurer  is  more  logical  than  the  one 
against  the  insured;  it  is  sufficient  to  show  that 
the  construction  in  favor  of  the  insured  is  equally 
reasonable  with  the  contrary  one."  27  Cal.Jur.2d 
773  §  276. 

Further  basic  treatise  law  on  this  subject  points 
out  that  policies  of  insurance  will  be  interpreted  to 
avoid  forfeitures: 

"The  courts  are  strongly  inclined  against  for- 
feitures in  insurance  contracts,  or  at  least  do  not 
favor  them,  and  are  disposed  to  seize  upon  slight 
circumstances  to  prevent  them.  Accordingly, 
where  it  is  reasonably  possible  an  insurance 
policy  will  be  construed  so  as  to  avoid  forfeiture, 
either  by  deteiTnining  that  a  forfeitui'e  has  not 
occurred  or  that  it  is  deprived  of  its  effect  by 
waiver  or  estoppel.  This  applies  particularly  to 
forfeitures  on  technical  grounds  that  have  no  sub- 
stantial relation  to  the  interest  of  the  insurer 
with  regard  to  the  risk  assumed."  27  Cal.Jur.2d 
775,  §  278. 
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The  court,  in  its  opinion,  decided,  after  a  thorough 
review  of  the  evidence,  that  the  hazard  had  not  been 
increased  so  that  a  forfeiture  of  the  policy  occurred. 
This  determination  was  further  based  upon  the  "per- 
mission" clause  of  Paragraph  19  of  the  policy,  giving 
permission  for  "existing  and  increased  hazards"  and 
for  change  in  "use  and  occupancy". 

Appellant  caimot  complain  about  an  interpretation 
of  its  own  policy  favorable  to  the  insured  in  light 
of  the  evidence  presented  and  in  light  of  the  basic 
principles  of  law  applicable  to  such  interpretation. 

Aj^pellant's  contention  of  forfeiture  for  increased 
hazard  should  be  rejected  by  the  Court  of  Appeals  as 
it  was  by  the  District  Court. 


POINT  VI 


INTEREST  BEGAN  TO  RUN  SIXTY  DAYS  AFTER 
PROOF  OF  LOSS  WAS  RECEIVED. 

The  law  in  the  State  of  California  and  the  insur- 
ance policy  itself  is  quite  clear  on  this  point: 

"Appellant's  final  assertion  is  that  the  trial 
court  erred  in  awarding  respondents  interest 
commencing  at  the  date  of  the  loss.  This  conten- 
tion is  valid.  The  policy  specifically  provides  that 
any  loss  for  which  the  company  may  be  liable 
'shall  be  payable  60  days  after  proof  of  loss  .  .  . 
is  received  .  .  .  and  ascertainment  of  the  loss  is 
made  either  by  agreement  between  the  insured 
and  this  company  .  .  .  or  by  the  filing  with  this 
company  of  an  award  as  herein  provided.'  The 
general  rule  in  regard  to  interest  where  the  policy 
in  question  contains  a  provision  of  this  nature 
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is  that  the  principal  payable  under  the  policy 
will  not  bear  interest  for  any  time  before  the 
period  so  provided  has  expired,  but  will  bear 
interest  from  that  time.  Our  California  courts 
have  followed  this  rule."  (See  Koyer  v.  Detroit 
Fire  cfc  Marine  Ins.  Co,  (1937)  9  Cal.2d  336  [70 
P.2d  927].) 
Hughes  v.  Potomac  Ins.  Co.,  199  C.A.2d  239, 
at  pp.  253,  254. 

The  Proof  of  Loss  was  received  by  defendant  on 
June  23,  1966.  (Defendant's  Answer  to  Complaint,  p. 
3,  lines  1  and  2.)  Sixty  days  thereafter  is  August  22, 
1966.  Interest  on  the  Judgment  should  run  from  that 
date.  This  is  in  accordance  with  the  provisions  of  the 
policy,  lines  143-148: 

"When  loss  payable.  The  amount  of  loss  for 
which  this  company  may  be  liable  shall  be  pay- 
able 60  days  after  proof  of  loss,  as  herein  pro- 
vided, is  received  by  this  company  and  ascer- 
tainment of  the  loss  is  made  either  by  agreement 
between  the  insured  and  this  company  expressed 
in  writing  or  by  the  filing  with  this  company  of 
an  award  as  herein  provided." 

Royal  Insurance  Company,  Limited,  Policy  No. 
WKF  656827. 

Based  both  upon  the  law  and  the  policy,  the  find- 
ing of  the  District  Court  was  proper: 

"With  interest  at  the  legal  rate  of  seven  (7) 
per  cent  from  August  22,  1966,  the  date  when 
the  loss  became  payable  under  the  terms  of  the 
policy  (lines  143-148),  together  with  costs  of 
suit  herein  incurred." 
(RT  p.  159,  lines  27-30.) 
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No  error  was  committed  in  thus  awarding  interest. 
This  determination  should  be  upheld  on  appeal. 


CONCLUSION 

The  judgment  of  the  District  Court  should  be  af- 
firmed based  upon  the  comprehensive  analysis  of  the 
evidence,  establishing  the  facts,  as  applied  to  the  ap- 
plicable law  as  set  forth  in  the  most  comprehensive 
opinion  of  the  District  Court. 

Dated,  San  Francisco,  California, 
January  6,  1969. 

Respectfully  submitted, 

TOBIN  &  TOBIN, 

By  John  J.  Ford,  III, 
Attorneys  for  Appellee. 
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PRELIMINARY  STATEMENT 

The  brief  filed  on  behalf  of  plaintiff-appellee*  The  Sisters 
of  the  Presentation  (hereinafter  "the  Sisters")  explicitly 
adopts  the  language,  reasoning  and  authorities  in  the  Memo- 
randum of  Decision  filed  by  the  court  below  (R.  146-60)  as  a 


•^ Inasmuch  as  most  of  the  references  to  the  parties  in  this  reply 
brief  are  in  the  context  of  the  briefs  on  appeal  and  the  contentions 
therein,  the  terms  "appellee"  and  "appellant"  will  be  generally 
employed  herein. 
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substitute  for  independent  analysis  and  argument  of  the 
issues  presented  on  this  appeal.  Brief  for  Appellee  2  (here- 
inafter cited  as  Br.  Appellee). 

The  issues  presented  on  this  appeal  are  set  forth  at  pages 
1-3  of  the  opening  brief  filed  by  defendant-appellant  herein. 
(Hereinafter  cited  as  "Open.  Br.").  The  opening  brief 
contains  a  thorough  analysis  of  each  of  these  issues  and  an 
extended  development  of  appellant's  legal  position. 

Because  of  the  length  of  the  opening  brief,  appellant  will 
not  undertake  in  this  reply  brief  to  summarize  or  restate 
its  previous  contentions  or  to  elaborate  further  upon  the 
authorities  offered  in  their  support.  The  validity  of  these 
contentions  is  not  diminished  by  appellee's  repeated  quota- 
tion of  the  errors  in  the  Memorandum  Decision  to  which  the 
opening  brief  is  specifically  and  systematically  addressed. 
The  limited  focus  of  this  reply  brief  is  not  intended  as  an 
admission  that  the  analysis  and  argument  of  the  opening 
brief  has  been  answered.  On  the  contrary,  at  this  writing  it 
stands  unrebutted. 

STATEMENT  OF  THE  CASE  IN  REPLY 
(Open.  Br.  3-8;  Br.  Appellee  2-6) 

Statement  of  Jurisdiction 

The  parties  are  agreed  that  the  Court  below  had  jurisdic- 
tion to  try  this  action  and  that  this  Court  has  jurisdiction 
on  this  appeal  from  the  judgment  entered  therein. 

On  October  11,  1968,  defendant-appellee  Royal  Insurance 
Company,  Limited  (hereinafter  referred  to  as  "Royal") 
filed  a  motion  in  the  District  Court  under  Federal  Rule  of 
Civil  Procedure  60(b)(2)  for  relief  from  the  judgment  be- 
cause of  newly-discovered  evidence  and  on  other  grounds. 
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On  the  same  date  Koyal  also  filed  a  motion  with  this  Court 
to  remand  the  canse  to  the  District  Court  for  consideration 
of  the  Rule  60(b)  motion.  On  October  14,  1968,  this  Court 
stated  that  it  would  withhold  action  on  the  motion  to  remand 
pending  the  advice  of  the  District  Court  as  to  whether  it 
desires  to  entertain  Royal's  motion  there  under  Rule  60(b). 
Said  motion  was  argued  and  submitted  in  November  1968, 
but  at  this  writing  the  District  Court  has  not  indicated 
whether  it  desires  to  entertain  the  motion. 

Statement  of  Facts 

The  Statement  of  Facts  at  pages  3-6  of  the  Brief  for  Ap- 
pellee does  not  discuss  or  even  refer  to  any  of  the  testimony 
given  by  some  fifteen  witnesses  at  the  five-day  trial  of  this 
matter.  Evidently  appellee  does  not  dispute  the  smnmary 
of  that  testimony  which  appears  at  pages  4-12  of  the 
opening  brief. 

Appellee's  Statement  of  Facts  consists  of  a  verbatim 
quotation  of  the  order  entitled  "Summary  Adjudication  of 
facts  not  in  Controversy  and  Duly  Established,"  R.  61-63, 
as  modified,  R.  83-84,  which  the  court  below  entered  before 
trial.  To  tliis  appellee  has  added  a  sunmiary  of  correspond- 
ence and  other  contacts  between  the  parties  and  their  counsel 
after  the  fire,  none  of  which  is  germane  to  any  of  the  issues 
presented  on  this  appeal.  Br.  Appellee  4-6. 

Appellee's  recitation  of  the  order  of  summary  adjudica- 
tion as  a  statement  of  the  facts  in  this  lawsuit  is  thoroughly 
inconsistent  with  the  position  taken  at  pages  26-28  of  its 
brief  that  all  of  the  issues  in  this  case  were  thoroughly  liti- 
gated by  means  of  the  presentation  and  consideration  of 
testimonial  and  other  evidence  at  trial. 
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Summary  adjudication  of  the  question  of  the  Sisters' 
insurable  interest  was  error,  for  the  reasons  set  forth  at 
pages  30-32  of  appellant's  opening  brief.  For  this  Court  now 
to  determine  that  issue,  or  any  other  presented  on  this  ap- 
peal, without  regard  to  the  evidence  produced  at  the  trial 
would  needlessly  compound  that  error. 

ARGUMENT 

I.     The  Sisters  Had  No  Insurable  Interest  in  the  Old  Convent  at 
the  Time  of  the  Fire.  (Open.  Br.  14-30;  Br.  Appellee  7-24). 

Appellee's  argument  in  response  to  the  contention  that 
the  Sisters  had  no  insurable  interest  at  the  tune  of  the  tire 
reduces  itself  to  the  single  assertion  that  the  Sisters'  execu- 
tion and  performance,  before  the  fire,  of  a  contractual  com- 
mitment to  the  transfer  and  demolition  of  the  old  convent 
building  were  "collateral"  events  having  no  effect  upon  their 
insurable  interest.  See  Br.  Appellee  7-19.  This  incantation 
is  offered  at  frequent  intervals  despite  the  explicit  warning 
in  the  case  on  which  appellee  most  strongly  relies,  Wolf  v. 
Ho7ne  Ins.  Co.,  100  N.J.Sup  27,  241  A.2d  28  (1968),  that 
there  is  no  profit  from  trading  in  labels  and  that  cases  of 
this  nature  are  to  be  decided  on  their  individual  facts.  241 
A.2d  at  33.  The  distinguishing  facts  of  this  case  are  that 
the  Sisters  received  the  full  exchange  value  of  the  old  con- 
vent before  the  fire,  that  they  had  no  further  interest  in  its 
preservation,  and  that  they  suffered  no  pecuniary  loss  or 
other  detriment  from  its  destruction.  Open.  Br.  7-8, 14-21. 

In  support  of  its  argument  appellee  quotes  repeatedly 
and  at  length  from  the  decision  of  a  New  Jersey  trial  court 
in  the  Wolf  case,  apparently  on  the  premise  that  it  is  harmo- 
nious with  Hughes  v.Potomac  Ins.  Co.,  199  C.  A.2d  239  (1962) 
(the  only  California  decision  cited  by  appellee  in  its  entire 
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61-page  brief)  in  stating  tlie  law  of  California.  Appellee 
contends  that  these  decisions  are  exemplary  of  a  "New  York 
rule,"  adhered  to  by  California,  which  makes  recovery  under 
an  insurance  policy  independent  of  "collateral"  events.  In 
this  connection  appellee  further  argues  that  Smith  v.  Jim 
Dandy  Markets,  Inc.,  172  F.2d  616  (9th  Cir.  1949),  an  ap- 
plicable decision  of  this  court  discussed  at  page  25  of  the 
opening  brief,  stands  for  a  contrary  "Wisconsin  rule"  that 
the  California  courts  have  rejected.  Br.  Appellee  19.  The 
Jim  Dandy  decision  does  not  cite,  discuss  or  rely  in  any  way 
on  the  "Wisconsin  rule"  or  the  case  of  Ramsdell  v.  Insurance 
Co.  of  North  America,  197  Wis.  136,  221  N.W.  654  (Wis. 
1928),  from  which  it  stems.  Neither  the  "Wisconsin  rule"  or 
the  "New  York  rule"  had  any  application  to  the  facts  of  that 
case,  which  involved  the  effect  upon  the  insured's  insurable 
interest  of  a  transaction  consmnmated  before  the  fire.  For 
the  very  same  reason  appellant  Koyal  does  not  contend  for 
the  application  in  this  case  of  the  "Wisconsin  rule"  or  any 
other  rule  dealing  with  the  effect  of  events  occurring  after 
the  fire. 

Both  the  Hughes  and  the  Wolf  cases  were  discussed  and 
distinguished  in  appellant's  opening  brief  at  pages  26-27  and 
56-57  thereof.  At  the  risk  of  some  repetition  these  two  cases 
will  be  further  analyzed  herein. 

The  Wolf  and  Hughes  cases  each  deal  with  situations  in 
which  the  insured  was  ultimately  saved  harmless  from  a 
fire  loss  by  a  third  party's  action  subsequent  to  the  fire, 
based  on  a  contract  obligation  or  voluntarj^  undertaking 
which  had  not  been  performed  at  the  time  of  the  fire.  They 
have  no  application  to  a  case  such  as  this  one,  where  the 
insured  suffered  no  loss  with  respect  to  the  insured  prop- 
erty because  it  received  the  property's  full  agreed  exchange 
value  in  a  transaction  that  was  fully  performed  before  the 
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fire — land  was  deeded,  and  a  new  convent  and  chapel  were 
erected,  furnished  and  occupied. 

In  Wolf  V.  Home  Ins.  Co.,  100  N.  J.  Sup.  27,  241  A.  2d  28 
(1968),  the  insured  had  made  an  agreement  five  months  be- 
fore the  fire  to  sell  his  apartment  house  to  the  State  in  lieu 
of  condenmation.  The  State  posted  signs  announcing  its 
possession,  but  made  no  payment  of  any  kind  to  the  insured. 
Fire  damaged  the  building.  Five  months  later,  the  State  paid 
the  insured  the  sale  price  agreed  to  before  the  fire  and  took 
title  to  the  property.  In  the  insured's  action  on  the  policy, 
the  insurer  contended  that  the  insured  had  sustained  no  loss 
from  the  fire  because  of  the  State's  subsequent  purchase  of 
the  property  and  payment  of  its  "full  value." 

The  New  Jersey  court  emphasized  at  every  juncture  in  its 
opinion  that  the  only  question  before  it  for  decision  was 
whether  subsequent  collateral  events  could  affect  its  deter- 
mination of  whether  the  insured  suffered  a  loss  at  the  time 
of  the  fire. 

The  court  formulated  the  question  before  it  as  follows : 
"Does  the  'loss'  become  fixed  as  of  the  date  of  the  fire 
so  that,  as  long  as  the  insured  has  an  insurable  interest 
at  that  time,  the  insurer  becomes  obligated  to  pay  under 
its  policy;  or  can  subsequent  collateral  events,  such  as 
the  fact  that  the  sale  between  insureds  and  the  State  of 
New  Jersey  was  ultimately  consummated  nearly  five 
months  after  the  fire,  with  insureds  receiving  the  full 
previously  agreed  upon  contract  price,  be  taken  into 
account  in  determining  the  existence  of  an  insurable 
HossT  241  A.2d  at  31.  (Emphasis  added.) 

In  stating  its  decision,  the  court  quoted  with  approval, 
and  emphasis  supplied,  the  language  of  the  Pennsylvania 
Supreme  Court  in  Dubin  Paper  Co.  v.  Insurance  Co.  of  North 
America,  361  Pa.  68,  63  A.2d  85,  96  (1949),  describing  the 
policy  of  insurance  as : 
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"a  liability  the  insuring  companies  cannot  escape  hy 
anything  any  third  parties  may  later  do  for  the  in- 
sured's benefit."  241  A.2d  at  40.  (Emphasis  added.) 

The  complete  disparity  between  the  situation  in  the  Wolf 
and  Hughes  cases  and  the  question  for  decision  here  can 
best  be  appreciated  by  hypothetically  modifying  the  facts 
in  Wolf  to  make  them  analogous  to  those  in  the  case  at  bar. 
Suppose  that  in  the  Wolf  case  the  State  had  paid  the  insured 
the  full  purchase  price  of  $27,000  before  the  fire,  so  that  he 
had  the  cash  in  hand  at  that  time,  but  that  for  some  reason 
the  State  had  not  formally  taken  title  to  the  property  from 
the  insured.  Could  it  seriously  be  argued  that  the  Wolf  court 
would  then  have  applied  the  same  principles  as  it  did  in  the 
case  actually  before  it?  Is  it  at  all  conceivable  tliat  the  court 
would  have  awarded  the  insured  an  insurance  payment  of 
$25,000  for  property  in  which  he  had  no  remaining  interest 
at  the  time  of  tlie  fire,  merely  by  reason  of  the  technicality 
that  the  State  had  not  formally  taken  title  to  the  property 
coimnensurately  with  its  payment  of  the  full  purchase  price  ? 
Of  course  not.  But  this  would  be  precisely  the  equivalent  of 
the  appellee's  claim  in  this  case  that  the  Sisters,  who  before 
the  fire  had  agreed  to  exchange  their  property  with  the 
Bishop,  had  received  the  property's  full  agreed  exchange 
value  in  the  form  of  a  new  convent  they  had  already  occu- 
pied, and  had  surrendered  the  property  to  the  Bishop  and 
his  agents,  may  yet  recover  the  face  value  of  $210,000  under 
their  insurance  policy,  upon  the  technicality  that  the  Bishop 
did  not  trouble  to  obtain  a  formal  bill  of  sale  to  the  building 
— a  building  which  it  was  his  intention,  and  his  unassailable 
legal  right,  forthwith  to  demolish. 

Because  the  formality  of  a  bUl  of  sale  was  not  adhered  to, 
api>ellee  would  have  this  court  disregard  all  of  the  evidence 
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at  trial  showing  the  intention  of  the  Bishop  and  the  Sisters 
in  making  their  agreement  and  their  performances  of  the 
agreement  in  strict  adherence  thereto.  Such  was  tlie  position 
adopted  by  the  court  below  in  ruling  smnmarily  that  the 
Sisters  retained  their  insurable  interest  to  the  time  of  the 
fire.  The  Jim  Dandy  decision  of  this  court  is  direct  and 
controlling  authority  against  so  obliterating  the  manifest 
purpose  and  effect  of  the  transaction  by  a  hyper  technical 
emphasis  on  formalities.  See  Open.  Br.  25,  30-31. 

Appellee's  attempted  equation  of  the  Sisters'  paper  title 
to  the  building  with  an  insurable  interest  therein  is  unsup- 
ported by  the  statute  or  decisional  law  of  tliis  State.  The 
authorities  cited  at  page  14  of  the  opening  brief  establish 
that  the  insured  must  stand  in  such  relation  to  the  property 
insured  that  he  has  a  direct  pecuniary  interest  in  its  preser- 
vation and  will  suffer  pecuniary  loss  as  an  immediate  result 
of  its  destruction.  Such  a  relation  of  the  Sisters  to  the  old 
convent  was  nullified  by  the  Bishop's  complete  performance 
of  the  acts  for  which  the  Sisters  had  exchanged  their  rights 
to  the  old  convent;  namely,  the  Bishop's  construction  and 
readiness  for  occupancy  of  a  new  convent  building,  evidenced 
by  the  Sisters'  moving  into  the  new  building  before  the  fire. 
That  the  rest  of  the  Bishop's  master  plan,  including  his 
utilization  of  the  old  convent  site,  was,  in  appellee's  phrase, 
"futuristic,"  (Br.  Appellee  15)  is  totally  irrelevant,  as  much 
so  as  the  Highway  Department's  future  plans  for  the  apart- 
ment building  site  in  the  Wolf  case. 

Compelled  by  his  theory  to  do  so,  appellee  falsely  attrib- 
utes to  appellant  the  position  that  the  Sisters'  insurable 
interest  was  divested  by  events  occurring  subsequent  to  the 
fire;  specifically,  the  building's  final  demolition  by  Abdo  S. 
Allen.  Br.  Appellee  19-22.  Appellant's  opening  brief  takes 
the  position  that  the  time  of  the  demolition  was  an  adventi- 
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tious  circmiistance  without  relevance  to  the  issue  of  insur- 
able interest  under  the  facts  of  tliis  case.  Open  Br.  21. 
Appellant  adheres  to  that  position.  Appellee  quotes  testi- 
mony from  Abdo  Allen  (Br.  Appellee  13-14,  57),  intending 
to  establish  that  the  demolition  did  not  begin  until  the  day 
after  the  fire.  The  Allen  testimony  quoted  in  appellee's  brief 
is  readily  identifiable  as  a  self-justif;ydng  legal  conclusion, 
rather  than  a  statement  of  fact,  borne  of  the  witness'  acute 
awareness  that  "we  couldn't  [lawfully]  start  [the  demoli- 
tion] without  permits.  We  got  them  on  the  9th,  so  it  would 
be  after  the  fire."  There  is  undisputed  testimony  in  the  rec- 
ord that  Allen's  employee,  Neal,  spent  the  entire  day  before 
the  fire  on  the  premises,  salvaging  material  from  the  build- 
ing, (Open.  Br.  8;  Tr.  212-214),  and  that  $52,000  in  fixtures 
had  been  removed  from  the  building  prior  to  the  fire.  R. 
159;  Open.  Br.  7. 

II.  The  Judgment  Must  be  Reversed  Because  the  Trial  Court 
Failed  to  Apply  the  "Broad  Evidence  Rule"  in  Determin- 
ing the  "Actual  Cash  Value"  of  the  Property.  (Open.  Br. 
33-57;  Br.  Appellee  29-53). 

The  parties  are  agreed  that  the  court  below  was  obliged 
under  California  law  to  apply  the  "broad  evidence  rule"  of 
McAnarney  v.  Newark  Fire  Ins.  Co.,  247  N.Y.  176,  159 
N.E.  902  (1928),  and  succeeding  cases,  in  determining  the 
"actual  cash  value"  of  the  property  insured.  Open.  Br.  33- 
39 ;  Br.  Appellee  29-31. 

Appellee's  assertion  that  the  trial  court  did  in  fact  apply 
the  "broad  evidence  rule"  is  manifestly  unsupported  by  the 
record.  As  proof  of  this  assertion,  appellee  fastens  upon  the 
amount  of  $52,000  which  the  court  deducted  from  the  build- 
ing's overall  replacement  cost  as  the  value  of  fixtures  re- 
moved from  the  building  and  the  insured  premises  before 
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the  fire,  and  contends  that  this  action  is  inexplicable  except 
on  the  hypothesis  that  the  broad  evidence  rale  was  applied. 
Br.  Appellee  29-30;  52. 

The  court's  discussion  of  the  $52,000  of  removed  fixtures 
in  its  Memorandum  of  Decision  demonstrates  precisely  the 
opposite  of  appellee's  contention;  namely,  that  the  court 
was  concerned  throughout  only  with  the  replacement  cost 
(less  depreciation)  of  the  building  and  its  fixtures. 

Referring  to  the  undisputed  testimony  "that  some  fixtures 
had  been  removed  by  the  Sisters  from  the  old  building  before 
the  fire,"  the  court  held  that  "the  insurance  company  should 
not  be  required  to  absorb  the  replacement  cost  of  these 
items,"  "that  the  only  evidence  in  the  record  as  to  their 
replacement  cost  is  the  testimony  of  Horton,"  and  that  "a 
reasonable  allowance  for  the  replacement  cost  of  these  items 
...  is  $52,000."  E.  159.  (Emphasis  added).  What  better  evi- 
dence could  there  be  that  the  court  was  concerned  purely 
and  simply  with  the  replacement  cost  of  the  property 
insured,  and  not  with  determining  its  actual  cash  value  under 
the  "broad  evidence  rule"? 

Even  without  such  unambiguous  evidence  that  the  court 
employed  replacement  cost  as  the  measure  of  value,  its 
deduction  of  $52,000  from  the  estimates  of  plaintiff's  wit- 
nesses would  lend  no  support  to  the  contention  that  the  broad 
evidence  rule  was  applied.  The  evidence  showed  that 
the  items  for  which  the  court  made  the  allowance  had  been 
sold  at  auction  or  otherwise  removed  from  the  premises 
prior  to  the  fire,  and  that  these  items  had  been  taken  from 
the  premises  before  the  fire  occurred.  These  facts  were 
unknown  to  the  plaintiff's  witnesses,  so  their  estimates  of 
replacement  cost  were  inclusive  of  the  removed  items.  See 
R.  159;  Tr.  413-14.  In  subtracting  the  replacement  cost  of 
these  items  from  those  estimates,  the  court  was  not  modify- 
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ing  or  abandoning  replacement  cost  as  its  measure  of  the 
actual  cash  value  of  the  property  that  was  actually  de- 
stroyed, but  merely  excluding  the  replacement  cost  of  items 
that  were  not  so  destroyed.  No  other  interpretation  of  the 
court's  action  or  of  the  accompanying  explanation  in  its 
Memorandum  of  Decision  can  be  seriously  put  forward. 

The  remaining  portion  of  appellee's  argument  that  the 
court  actually  applied  the  "broad  evidence  rule"  is  in  the 
form  of  protracted  excerpts  from  the  manuscript,  substan- 
tially unedited  and  designed  to  show  that  the  court  applied 
the  "broad  evidence  rule"  but  disregarded  all  of  defendant's 
evidence  because  it  was  unworthy  of  belief.  Once  again  this 
presentation  has  the  effect,  presmnably  unintended,  of  estab- 
lishing substantially  the  opposite  of  the  point  contended 
for  by  appellant.  The  impression  thus  supplied  is  fortified 
by  the  court's  Memorandum  of  Decision  showing  that  it 
regarded  the  testimony  of  plaintiff's  witnesses  as  evidence 
only  of  replacement  value,  less  depreciation,  and  rejected 
defendant's  evidence  because  it  thought  the  evidence  to  be 
legally  irrelevant. 

The  testimony  of  the  witnesses  Hunt  and  Newkirk  set 
forth  at  pages  32-41  of  appellee's  brief  merely  evidences 
two  slightly  different  approaches  to  determining  the  replace- 
ment cost  (less  depreciation)  of  the  building  at  the  time  of 
the  fire.  See  especially  Br.  Appellee  at  pages  34,  40.  The  wit- 
ness Newkirk  even  testified  that  the  purpose  of  his  appraisal 
was  "to  establish  the  replacement  value  of  the  property 
based  on  the  cost,  at  the  time  of  the  fire."  Br.  Appellee  36. 
The  witness  Madsen,  whose  testimony  is  set  forth  at  pages 
42-44  of  appellee's  brief,  affirmed  no  less  than  three  times 
that  his  estimates  represented  the  building's  "replacement 
cost." 

The  testimony  of  these  witnesses  tal^es  no  account  of  the 
many  other  facts  and  circumstances  "logically  tending  to 
the  formation  of  a  correct  estimate  of  the  building's  value," 
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the  influence  of  which  in  this  case  is  thoroughly  analyzed 
at  pages  43-49  of  appellant's  opening  brief.  The  contention 
that  the  witness  Newkirk  considered  all  of  the  facts  relevant 
under  the  "broad  evidence  rule"  in  his  determination  of  the 
building's  depreciation,  Br.  Appellee  40-41,  is  without  sub- 
stance. Mr.  Newkirk  offered  this  revelation,  which  in  no  way 
affected  his  previous  valuation  of  the  building  at  $219,837.78, 
on  redirect  examination  after  specifically  testifying  on  cross- 
examination:  (1)  that  he  had  determined  depreciation  by 
considering  the  state  of  the  plmnbing,  wiring  and  heating; 
(2)  that  he  was  not  concerned  with  function  in  making  his 
appraisal ;  (3)  that  he  was  concerned  with  the  cost  of  replace- 
ment only;  (4)  that  he  did  not  consider  the  building's  im- 
pending demolition;  and  (5)  that  he  did  not  determine  or 
consider  the  unremedied  violations  of  the  Berkeley  Build- 
ing Code  or  the  cost  of  correcting  the  violating  conditions. 
Tr.  109-11. 

The  suggestion  that  the  cost  of  repair  testified  to  by  the 
witness  Saleme  (see  Br.  Appellee  41-42)  supplied  the  court 
with  facts  relevant  under  the  "broad  evidence  rule"  is 
equally  groundless.  Saleme's  testimony  was  offered  to  prove 
that  the  replacement  cost  of  the  building  did  not  exceed  its 
cost  of  repair,  and  for  no  other  purpose.  The  court  so  states 
in  its  Memorandum  of  Decision,  R.  153. 

Appellee  seeks  to  show  that  the  court  disregarded  the 
testimony  of  appellant's  witnesses  because  they  were  all 
"destroyed"  on  cross-examination.  As  evidence  of  such 
"destruction"  in  the  case  of  Building  Inspector  Shobring 
appellee  cites  testimony  that  he  issued  the  Sisters  permits 
of  occupancy  during  each  year  preceding  the  fire,  notwith- 
standing the  numerous  Building  Code  violations  he  reported 
to  his  superiors.  This  testimony  is  very  fuQy  discussed  at 
pages  61-62  of  appellant's  opening  brief.  It  was  not  evidence 
of  anything  except  the  disinclination  of  Shobring  and  his 
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superiors  to  put  the  Sisters  out  on  the  sidewalk,  there  to 
await  the  completion  of  the  new  convent  which  these  officials 
knew  to  be  awaiting,  or  in  the  course  of,  construction.  See 
Tr.  192.  And  it  did  not  contradict  Shobring's  testimony  that, 
in  the  quite  different  situation  which  obtained  after  the 
Sisters  had  the  utilities  disconnected  and  vacated  the  build- 
ing on  their  own  volition,  the  Sisters  could  not  have  reoccu- 
13ied  the  building  without  bringing  it  to  Code. 

Appellee  argues  that  the  testimony  of  the  witness  Gilbert- 
son,  who  testified  to  the  $121,000  cost  to  conform  the  building 
to  Code,  was  wortliless  because  the  witness  did  not  label  it 
as  an  estimate  of  the  building's  "actual  cash  value."  The 
point  of  the  broad  evidence  rule,  which  consistently  escapes 
appellee,  is  that  the  trier  of  fact  "may,  and  should . . .  con- 
sider every  fact  and  circumstance  which  would  logically  tend 
to  the  formation  of  a  correct  estimate  of  the  loss,"  and  from 
that  evidence  arrive  at  his  own  sound  determination  of  the 
property's  "actual  cash  value"  at  the  time  of  the  fire.  See 
Open.  Br.  37.  The  witness'  testimony  bore  directly  on  such 
facts  and  circumstances,  and  appellee's  attempt  to  disparage 
it  because  it  was  not  encased  in  legal  terminology  does  not 
detract  from  its  relevance. 

Appellee  asserts  that  the  witness  Horton  was  disqualified 
because  his  testimony  was  based  in  part  on  the  cost  estimates 
of  others.  Br.  Appel.  49-51.  Horton  was  as  much  entitled 
to  use  such  an  estimate  as  a  j^artial  foundation  for  his  own, 
more  comprehensive  opinion,  as  was  plaintiff's  witness 
Hunt,  who  got  his  costs  "from  various  services,  like  Mar- 
shall Stevens  .  .  .  and  various  associations  with  cost  analy- 
ses, people  who  are  working  with  it  all  the  time."  Tr.  65-66 ; 
Br.  Appellee  33. 
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Appellee's  final  contention  is  that  the  court  specifically 
took  into  consideration  each  of  the  factors  listed  at  pages 
52-53  of  appellee's  brief.  This  contention  cannot  survive 
even  a  cursory  examination  of  the  court's  Memorandum 
of  Decision. 

The  court  below  was  most  forthright  in  stating  its  method 
for  determining  "actual  cash  value."  Page  7  of  the  Memo- 
randum of  Decision  states  that: 

"The  measure  of  recovery  for  a  building  fire  loss  is 
the  value  of  the  building  as  it  stood  on  the  day  it  was 
destroyed,  taking  into  consideration  the  cost  of  rebuild- 
ing or  repair  and  allowing  for  the  difference  in  value 
between  a  new  building  and  the  condition  of  the  building 
just  before  the  fire."  R.  153. 

Immediately  following  that  pronouncement,  the  court 
smnmarizes  the  testimony  on  which  it  relies  in  this  manner : 

"The  evidence  in  this  case  given  by  the  two  well  quali- 
fied expert  appraisers  is  to  the  effect  that  the  actual 
cash  value  of  this  convent  building  in  its  condition  just 
before  the  fire  was,  according  to  witness  Hunt,  $230,000 
(replacement  cost,  $456^000,  depreciated  hy  50  per 
cent);  according  to  witness  Newkirk,  $219,837  (replace- 
ment cost,  $439,000,  depreciated  hy  50  per  cent). 

These  figures  are  fairly  comparable  to  defendant 
company's  own  appraisal  of  the  building  in  July,  1963, 
which,  according  to  witness  Madsen,  was  $207,370, 
(replacement  cost  $330,000,  depreciated  hy  35  per 
cent)"  R.  153  (emphasis  added). 

Where  in  this  formulation  of  the  court's  rule  of  decision 
and  its  summary  of  the  evidence  relied  upon  is  there  reflected 
any  consideration  whatsoever  of  the  matters  relevant  under 
the  "broad  evidence  rule"  which  are  listed  at  page  52-53  of 
appellee's  brief  and  fully  discussed  at  pages  43-49  of  appel- 
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lant's  opening  brief?  Only  after  determining  the  building's 
value  without  regard  to  these  matters  does  the  trial  court 
turn  to  defendant's  contention  that  "other  factors;"  i.e., 
factors  other  than  replacement  cost,  depreciation,  and  the 
comparative  cost  to  repair,  should  be  "taken  into  considera- 
tion." R.  153. 

After  discussing  the  building's  lack  of  conformity  to  the 
Berkeley  Building  Code  and  the  witness  Horton's  testimony 
concerning  the  costs  of  conforming  the  building  thereto,  the 
court  declares  that: 

"It  does  not  follow . . .  that  the  Sisters  are  not  entitled 
to  the  actual  cash  value  of  their  building  measured  by 
the  cost  of  replace7}ient  or  repair  to  its  actual  condition 
just  before  the  fire  . . .  (R.  154-55)  (Emphasis  added). 

The  court  could  scarcely  express  more  clearly  its  opinion 
that  the  evidence  it  has  just  discussed  is  of  no  consequence 
either  to  the  measure  of  damages,  or  to  the  amount  thereof. 
The  court  follows  the  same  procedure  in  respect  tO'  the 
evidence  concerning  the  Sisters'  contract  with  the  Bishop 
and  the  parties'  performance  thereof  prior  to  the  fire.  The 
court  states  defendant's  contention  that  the  evidence  "should 
be  considered,"  and  then  proceeds  to  distinguish  the  Mc- 
Anarney  case  and  to  state  that  the  evidence  should  not  be 
considered  because : 

"...  indemnity  to  the  insured  . . .  should  not  be  made  to 
depend  upon  the  special  and  peculiar  circumstances  of 
the  insured,  e.g.,  his  intentions  or  plans  for  the  building, 
his  contracts  with  others  concerning  it  or  the  uses  to 
which  it  can  or  cannot  be  put  as  distinguished  from  the 
intrinsic  value  of  the  building  at  the  time  of  loss."  R.  155. 

The  Memorandum  of  Decision  makes  clear  throughout  that 
the  court  was  not  suggesting  any  involved  metaphysical 
concept  of  what  constitutes  the  "intrinsic"  value  of  the  build- 
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ing,  but  was  interpretiiig  this  to  be  the  cost  of  reproducing 
the  building,  "taking  into  consideration  the  cost  of  rebuild- 
ing or  repair  and  allowing  for  the  difference  in  value  between 
a  new  building  and  the  condition  of  the  building  just  before 
the  fire."  R.  153. 

The  trial  court's  error  in  failing  to  apply  the  "broad  evi- 
dence rule"  was  not  obviated  by  its  admission  of  evidence 
relevant  under  that  rule,  which  the  court  specifically  de- 
clined to  consider  by  improperly  equating  actual  cash  value 
with  replacement  cost,  less  depreciation.  Findings  of  fact  by 
the  court  upon  evidence,  although  ordinarily  insulated  from 
appellate  review  under  Federal  Rule  of  Civil  Procedure 
52(a)  unless  "clearly  erroneous,"  lose  this  immunity  and 
become  freely  reviewable  when  they  are  induced  by  an 
erroneous  view  of  the  law.  A  judgment  based  on  such  find- 
ings may  not  stand.  E.g.,  Fulton  Nafl  Bank  v.  Tate,  363 
F.2d  562,  567  (5th  Cir.  1966) ;  Small  field  v.  Home  Ins.  Co., 
244  F.2d  337,  341  (9th  Cir.  1957).  The  trial  court's  finding 
that  the  property  had  an  actual  cash  value  of  $226,000  was 
obviously  induced  by  its  erroneous  view  that  the  proper 
measure  of  that  value  was  the  property's  replacement  cost 
less  depreciation.  This  being  the  case,  the  judgment  must 
be  reversed  and  cannot  be  allowed  to  stand  upon  the  premise 
that  the  evidence  relevant  to  actual  cash  value  under  the 
"broad  evidence  rule"  was  in  the  record  for  such  weight  as 
the  trial  court  saw  fit  to  accord  it. 

A  similar  situation  was  presented  to  the  California  Dis- 
trict Court  of  Appeal  in  Lewis  Food  Co.  v.  Fireman's  Fund 
Ins.  Co.,  207  C.A.2d  515,  523-24  (1962).  There  the  trial  court 
had  permitted  extrinsic  testimony  on  the  meaning  of  an 
ambiguous  provision  in  an  insurance  policy,  but  "the  record 
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afford [ed]  no  assurance  that  the  trial  court  gave  considera- 
tion to  the  evidence  . . ."  The  appellate  court  held  that : 

"If,  as  appears  to  have  been  the  case,  the  trial  judge, 
although  he  did  not  refuse  to  receive  extrinsic  evidence, 
considered  the  policy  to  be  of  such  a  nature  that  it  could 
and  must  be  construed  by  a  consideration  of  its  terms 
alone,  prejudicial  error  occurred. 

[WJhere  the  trial  court  refuse [s]  to  consider  and  weigh 
evidence  upon  the  erroneous  theory  that  it  [can]  not  be 
considered,  the  appellate  court  is  not  justified  in  affirm- 
ing the  judgment  upon  the  ground  that  the  evidence 
supports  the  judgment."  207  C.A.2d  at  524. 

Thus  in  this  case,  where  the  court's  opinion  shows  rather 
conclusively  that  it  considered  none  of  the  evidence  on 
actual  cash  value  other  than  replacement  cost  and  deprecia- 
tion, prejudicial  error  was  also  conunitted  and  the  judgment 
may  not  be  affirmed. 

111.  The  Sisters  Increased  the  Hazard  of  Fire  to  the  Building. 
(Open.  Br.  57-63;  Br.  Appellee  54-59). 

Appellee  has  not  answered  appellant's  contention  that 
the  hazard  of  fire  to  the  building  was  materially  increased 
by  the  preparations  for,  and  the  beginning  of,  the  building's 
demolition.  The  applicable  portion  of  the  trial  court's  opin- 
ion, which  appellee  quotes  in  full,  is  not  responsive  either  to 
the  legal  authorities  presented  in  appellant's  brief  or  to 
most  of  the  evidence  adduced  therein. 

Contrary  to  appellee's  baseless  assertion  (Br.  Appellee 

:56)  that  the  contention  of  increased  hazard  is  presented 

without  evidentiary  support,  the  discussion  at  pages  58-62 

of  appellant's  opening  brief  draws  repeatedly  upon  the  evi- 

I  dence  at  the  trial,  all  of  which  is  presented  with  appropriate 
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references  to  the  record  in  appellant's  statement  of  facts. 
Open.  Br.  4-8.  This  evidence  showed  inter  alia  and  without 
contradiction  that  $52,000  in  fixtures  had  been  stripped  and 
removed  from  the  building  prior  to  the  fire.  It  is  appellee, 
and  not  appellant,  who  has  assiduously  avoided  any  discus- 
sion of  the  facts  in  this  case — facts  that  appellee  is  unable 
to  dispute.  See  Br.  Appellee  3-6. 

IV.      Prejudgment  Interest  is  Not  Authorized   by  Civil  Code 
§  3287.  (Open.  Br.  63-65;  Br.  Appellee  59-61). 

This  court  has  held  per  curiam  that  section  3287  of  the 
California  Civil  Code  does  not  authorize  the  award  of  inter- 
est prior  to  judgment  where  the  actual  cash  value  of  prop- 
erty insured  against  fire  must  be  determined  upon  conflicting 
evidence  such  as  that  presented  herein.  Brawner  v.  Pearl 
Assur.  Co.,  285  F.2d  120  (9th  Cir.  1961).  This  decision  ac- 
cords with  the  rule  announced  by  the  California  Supreme 
Court  in  the  cases  cited  at  page  64  of  appellant's  opening 
brief. 

Hughes  v.  Poto^nac  Insur.  Co.,  199  C.A.2d  239,  254  (1962), 
relied  on  by  appellee,  does  not  overcome  these  decisions  by 
higher  courts.  In  Koyer  v.  Detroit  Fire  and  Marine  Ins.  Co., 
9  Cal.2d  336,  345-46  (1937),  the  sole  authority  cited  therein, 
the  insurer  did  not  deny  liability,  and  the  court  held  that, 
under  such  circumstances,  there  was  no  right  to  insist  on  a 
judicial  determination  of  the  amount  of  the  loss  since  the 
policy  provided  a  procedure  for  ascertaining  it  and  the 
amount  awarded  after  trial  conformed  closely  to  that 
claimed  in  the  proof  of  loss.  In  these  proceedings  the  ques- 
tion of  liability,  the  measure  of  damages,  and  the  amount 
thereof  have  been  the  subject  of  contest  throughout,  and  the 
court's  award  varied  by  some  $36,000  from  the  amount 
claimed  in  the  proof  of  loss. 
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CONCLUSION 

For  the  reasons  set  forth  above,  defendant  respectfully 
submits  that  the  contentions  of  appellant's  opening  brief  are 
correct,  and  that  this  Court  should  reverse  the  judginent, 
remand  the  cause  to  the  District  Court,  and  otherwise  take 
action  as  requested  at  pages  65-66  of  appellant's  opening 
brief. 

San  Francisco,  California 
February  5, 1969 

Eespectfully  submitted, 

Augustus  Castro, 
John  D.  Hoffman, 

Attorneys  for  Appellant 
Royal  Insurance  Company,  Ltd, 
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No.  23009 
In  the 

United  States  Court  of  Appeals 

For  the  Ninth  Circuit 


Royal  Insurance  Company,  Limited,  a 
foreign  corporation, 

Appellant, 
vs. 

The  Sisters  of  the  Presentation,  a 
corporation, 

Appellee. 


On  Appeal  from  the  United  States  District  Court 
for  the  Northern  District  of  California 

Brief  of  Appellant 
Royal  Insurance  Company,  Limited 


STATEMENT  OF  THE  QUESTIONS  PRESENTED 

1.  Did  plaintiff  have  an  insurable  interest  in  the  old  convent 
building  on  the  date  of  the  fire?  The  trial  court  ("William  T. 
Sweigert,  J.)  held  that  plaintiff  had  such  an  insurable  interest. 
See  Argument,  Part  I,  infra. 

2.  Was  it  proper  for  the  court  below  to  determine  on  motion 
for  summary  judgment  that  plaintiff  had  an  insurable  interest  in 
the  old  convent  building  on  the  date  of  the  fire  ?  The  court  below 
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entered  an  order  before  trial  reciting  as  "facts  not  in  controversy 
and  duly  established"  that  plaintiff  had  such  an  insurable  interest, 
and  that  the  only  issues  remaining  for  trial  were  the  extent  of  the 
building's  damage  by  fire,  plaintiff's  compliance  with  the  policy  in 
certain  respects,  and  the  amount  of  damages  to  be  awarded  plain- 
tiff. See  Argument,  Part  I,  infra. 

3.  What  was  the  proper  method  under  California  law  for 
determining  the  "actual  cash  value"  of  the  old  convent  building 
to  the  plaintiff  on  the  date  of  the  fire  ?  Specifically,  was  such  value 
to  be  determined  under  the  "broad  evidence  rule,"  requiring  the 
trier  of  fact  to  consider  every  fact  and  circumstance  logically 
tending  to  the  formation  of  a  correct  estimate  of  plaintiff's  loss? 
Or  was  such  value  to  be  determined  solely  by  the  cost  of  repro- 
duction of  the  building,  less  its  physical  depreciation  to  the  time 
of  the  fire.  The  trial  court  held  the  latter  method  to  be  the  sole 
measure  of  actual  cash  value,  and  gave  judgment  for  plaintiff 
accordingly.  See  Argument,  Part  II,  infra. 

4.  Was  it  relevant  to  the  questions  of  "actual  cash  value" 
and/or  insurable  interest  that  prior  to  the  fire:  (a)  plaintiff  had 
entered  into  a  binding  contract  for  the  demolition  of  the  (in- 
sured) old  convent  building;  (b)  that  pursuant  to  this  contract 
the  Roman  Catholic  Bishop  of  Oakland  had  caused  a  new  con- 
vent building  to  be  constructed  for  plaintiff;  (c)  that  plaintiff 
had  moved  into  this  new  convent  and  had  vacated  the  old  convent 
building;  (d)  that  the  furnishings  and  a  substantial  part  of  the 
fixtures  in  the  old  building  had  been  sold  at  auction  and  removed, 
and  the  building's  utilities  disconnected,  in  connection  with  its 
demolition;  and  (e)  that  final  demolition  of  the  building's  re- 
mains was  already  in  progress.^  The  trial  court,  hearing  the  case 
without  a  jury,  treated  all  of  these  facts  as  not  relevant  to  either 
issue.  See  Argument,  Parts  I  and  II,  infra. 

5.  Was  it  relevant  to  the  questions  of  "actual  cash  value" 
and/or  insurable  interest  that  (a)  prior  to  the  fire  the  City 
Building  Inspector  of  Berkeley  had  determined  the  old  convent 
building  to  be  a  fire  hazard  and  unfit  for  human  occupancy; 
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(b)  the  City  Building  Department  would  not  have  permitted 
plaintiff  to  reoccupy  the  building  after  vacating  it  until  it  was 
brought  into  conformity  with  the  Building  Code;  and  (c)  it 
would  have  cost  plaintiff  at  least  $121,000  just  to  conform  the 
building  to  the  Code,  without  making  all  needed  repairs  or 
replacing  all  of  the  fixtures  removed  from  the  building  before 
the  fire?  The  trial  court  treated  all  of  this  evidence  as  not  relevant 
to  either  issue.  See  Argument,  Parts  I  and  II,  infra. 

6.  Did  plaintiff  increase  the  hazard  of  fire  to  the  old  convent 
building  by  means  within  its  knowledge  or  control,  thus  suspend- 
ing the  policy?  The  trial  court  held  that  plaintiff  did  not  do  so. 
See  Argument,  Part  III,  infra. 

7.  Was  plaintiff  entitled  to  interest  prior  to  judgment?  The 
trial  court  held  that  plaintiff  was  entitled  to  interest  on  the 
amount  of  the  judgment  from  the  date  the  loss  became  payable 
under  the  policy.  See  Argument,  Part  IV,  infra. 

STATEMENT  OF  THE  CASE 
Statement  of  Jurisdiction 

Plaintiff  filed  this  action  in  the  Superior  Court  of  the  State  of 
California,  City  and  County  of  San  Francisco,  on  September  28, 
1966.  R.  1.-^  Defendant  removed  the  case  to  the  United  States 
District  Court  for  the  Northern  District  of  California  by  the 
timely  filing  of  a  petition  for  removal  pursuant  to  28  U.S.C. 
§  1441(a).  Ibid.  The  District  Court  had  jurisdiction  in  removal 
because  the  district  courts  of  the  United  States  would  have  had 
original  jurisdiction  of  this  action  under  28  U.S.C.  §  1332(a)  (2), 
as  a  civil  action  between  a  citizen  of  the  State  of  California  and 


1.  All  references  to  "R"  herein  are  to  Volume  I  of  the  Clerk's  Tran- 
script of  Record,  consisting  of  numbered  pages  1-177  inclusive.  All  refer- 
ences to  "Tr."  are  to  Volumes  II  through  V  inclusive  of  the  Clerk's 
Transcript  of  Record,  consisting  of  the  4  volumes  of  the  Reporter's 
Transcript  of  the  proceedings  at  trial,  containing  numbered  pages  1-468 
inclusive.  References  to  "Exh."  are  to  Exhibits  admitted  into  evidence  at 
the  trial,  with  numbered  exhibits  designating  those  introduced  by  plaintiff 
and  lettered  exhibits  designating  those  introduced  by  defendant. 
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a  citizen  of  the  United  Kingdom,  a  foreign  state,  in  which  the 
amount  in  controversy  exceeds  $10,000.  R.  2,  3. 

After  trial  to  the  court  sitting  without  a  jury,  a  judgment  was 
entered  for  plaintiff  in  the  amount  of  $174,000,  together  with 
legal  interest  thereon  at  the  rate  of  7  per  cent  from  August  22, 
1966.  R.  161.  The  court  filed  a  memorandum  of  decision  dated 
April  22,  1968,  stating  its  findings  of  fact  and  conclusions  of 
law,  pursuant  to  Fed.  R.  Civ.  P.  52(a).  R.  146.  On  May  10,  1966, 
defendant  filed  a  timely  notice  of  appeal  from  the  judgment  of 
the  District  Court,  and  from  the  previous  order  of  the  District 
Court  dated  August  I6,  1967,  as  modified  on  November  24,  1967, 
and  entitled  "Summary  Adjudication  of  Facts  Not  In  Controversy 
and  Duly  Established."  R.  162.  This  Court  has  jurisdiction  of  the 
entire  appeal  under  28  U.S.C.  §  1291. 

Statement  of  Facts 

This  is  a  civil  action  to  recover  the  face  amount  ($210,000) 
on  a  policy  of  fire  insurance  issued  by  defendant'  to  plaintiff^ 
on  December  1,  1961,  for  a  term  of  five  years.  R.  7-16. 

The  insured  property  was  a  three-story  frame  building  known 
as  St.  Joseph's  Convent  (sometimes  referred  to  hereinafter  as  the 
"old  convent")  and  located  at  2116  Jefferson  Street,  in  Berkeley, 
California.  The  building  was  constructed  in  1877.  Tr.  44.  Its 
only  use  for  several  years  prior  to  the  fire  was  as  a  residence  for 
members  of  plaintiff  on  the  faculties  of  St.  Joseph's  Elementary 
School  and  St.  Joseph's  (now  Presentation)  High  School,  oper- 
ated by  plaintiff  and  located  nearby.  Tr.  40-41,  45. 

The  insured  property  was  substantially  destroyed  by  fire  on  the 
night  of  June  8-9,  1966.  Two  youths  were  subsequently  charged 
under  Section  447a  of  the  California  Penal  Code  with  wilfully 
setting  fire  to  and  burning  the  old  convent,  and  pleaded  guilty 


2.  Defendant  Royal  Insurance  'Company,  Limited,  is  sometimes  re- 
ferred to  hereinafter  as  "the  company."  Fed.  R.  App.  Proc.  28(d). 

3.  Plaintiff  The  Sisters  of  the  Presentation,  a  Roman  Catholic  religious 
order,  is  sometimes  referred  to  hereinafter  as  "the  Sisters"  and  as  "the 
insured."  Ibid. 
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to  the  lesser  included  offense  (Penal  Code  §  452a)  of  possessing 
combustible  materials  with  intent  to  burn  buildings  or  property. 
Exh.  15. 

Mother  Mary  Thaddea,  the  Vice  President  of  plaintiff,  and 
Sister  Mary  Mercedes,  the  Superior  in  charge  of  the  convent, 
testified  that  the  building  constantly  needed  repair,  was  very 
costly  to  maintain  and  operate,  and  could  not  be  improved  with- 
out a  great  deal  of  money.  Tr.  44-46,  178-79.  For  these  reasons 
the  Sisters  entered  into  discussions  with  the  Roman  Catholic 
Bishop  of  Oakland  concerning  the  possible  construction  of  a  new 
convent  building  to  house  the  Sisters.  Ibid. 

On  April  20,  1964,  plaintiff  and  the  Bishop  executed  an  agree- 
ment for  the  construction  of  a  new  convent  and  the  physical 
expansion  of  the  existing  St.  Joseph's  High  School  facilities. 
Tr.  31-33;  Exh.  A.  Under  this  Master  Plan,  as  it  was  referred  to 
by  the  parties,  Exh.  E  (April  5,  1965),  Tr.  172-73,  the  Sisters 
agreed  to  use  the  parcel  of  real  property  owned  by  them,  on  which 
the  old  convent  stood,  in  perpetuum  for  the  expanded  high  school. 
Exh.  A,  U  1.  The  Sisters  were  to  own  and  operate  the  high  school 
under  the  supervision  of  the  Roman  Catholic  Diocese  of  Oakland. 
Ibid. 

As  part  of  the  Master  Plan,  the  Sisters  agreed  that  that  the  old 
convent  then  standing  on  the  property  would  be  demolished  to 
make  way  for  the  expanded  high  school  facilities.  Exh,  A,  ^4; 
Exh.  L;  Tr.  41.  The  Bishop  was  to  perform  the  actual  razing 
operation  and  to  assume  the  costs  thereof,  as  well  as  the  costs  of 
preparing  the  leveled  site  for  the  high  school's  physical  expan- 
sion. Exh.  A,  ^  4.  The  Bishop  further  agreed  to  construct  at  his 
expense  a  new  convent  to  house  24  Sisters  on  other  property  then 
owned  by  the  Bishop,  but  to  be  deeded  to  the  Sisters  pursuant  to 
the  Master  Plan.  Id.  at  ^  2,  3. 

In  furtherance  of  the  Master  Plan,  plaintiff  applied  for,  and 
obtained  a  use  permit  in  January  1965  from  the  City  of  Berkeley. 
Exh.  L.  The  purposes  of  the  Master  Plan,  and  its  sequence  of 
execution,  as  stated  by  plaintiff  in  the  application  on  the  basis 
of  which  the  City  issued  the  use  permit  (Exh.  L)  were  as  follows: 


Erect  a  two-story  convent  to  house  24  sisters  to  be  located 
in  the  southeast  corner  of  the  site  at  Allston  Way  and  Jeffer- 
son St.  Permission  is  also  requested  in  this  application  to 
demolish  the  existing  convent,  to  pave  that  area  for  tem- 
porary use  as  a  physical  education  area  for  the  existing  high 
school  and  to  eventually  erect  a  new  high  school  for  600 
students.  This  high  school  would  replace  the  existing  high 
school  on  the  same  site  and  would  be  located  at  the  north 
end  of  the  site  adjacent  to  Addison  Street.  We  feel  that  in 
this  application  we  are  not  substantially  changing  the  site 
use  but  simply  replacing  the  outdated  convent  and  high 
school  with  new  facilities  sited  to  make  the  most  sensible 
use  of  the  site.  For  that  reason  we  feel  our  proposal  is  not 
in  any  way  detrimental  to  this  particular  neighborhood. 

Projected  sequence  of  construction: 

1.  Building  new  convent. 

2.  Demolish  existing  convent. 

3.  Pave  over  area  of  demolished  convent  for  use  as  P.E. 
area. 

4.  Build  new  high  school. 

5.  Demolish  existing  high  school. 

6.  Complete  total  site  development  work. 

Plaintiff  next  applied  to  the  City  Council  of  Berkeley  on  April 
5,  1965  for  abandonment  by  the  City  of  the  entire  block  of 
Jefferson  Street  between  Addison  Street  and  Allston  Way,  to 
provide  an  integrated  mall  and  recreation  area  in  furtherance  of 
the  Master  Plan  for  site  development.  Exh.  E.  On  the  basis  of 
these  representations  by  plaintiff,  the  City  granted  the  applica- 
tion, and  the  street  was  abandoned  and  closed  for  the  use  of 
plaintiff.  Exh.  M;Tr.  173. 

In  furtherance  of  his  own  obligations  under  the  Master  Plan, 
the  Bishop  then  entered  into  a  contract,  dated  August  17,  1965, 
with  Merle  K.  Garing,  a  general  contractor,  for  construction  of 
a  new  convent,  demolition  of  the  existing  convent,  and  prepara- 
tion of  the  old  convent  site  for  the  high  school's  expansion.  Tr. 
224-26.  Pursuant  to  authority  granted  him  in  his  contract  with  the 
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Bishop,  Garing  then  subcontracted  the  demolition  of  the  old 
convent  to  Abdo  S.  Allen  Company,  a  demolition  specialist,  by 
a  subcontract  agreement  dated  August  19,  1965.  Exh.  R;  Tr.  227. 
The  subcontract  gave  Allen  all  salvage  rights  to  the  building. 
Tr.  227,  204. 

Garing  then  constructed  the  new  convent — the  first  step  in  the 
Master  Plan.  On  May  31,  1966,  the  Bishop  and  the  Roman 
Catholic  Welfare  Organization  of  Oakland  recorded  a  joint  notice 
of  Garing's  completion  of  the  new  convent  building  as  of  May 
18,  1966,  subject  to  demolition  of  the  existing  convent — the  next 
step  in  the  Master  Plan.  Exh.  O. 

Prior  to  the  new  convent's  completion,  the  Sisters  contracted 
for  an  on  the  premises  auction  sale  of  the  furniture  and  personal 
property  in  the  old  convent,  Exh.  B,  Tr.  35-37,  items  that  the 
Sisters  no  longer  needed  because  the  Bishop  had  fully  furnished 
the  new  convent.  Tr.  181-82. 

Promptly  following  the  new  convent's  completion,  the  Sisters 
moved  out  of  the  old  convent  and  into  the  new  building.  Tr.  180. 
According  to  Sister  Mary  Mercedes,  the  convent  Superior,  the 
Sisters  had  all  moved  out  of  the  old  convent,  at  the  very  latest, 
by  Friday,  June  3,  1966,  five  days  before  the  fire  the  night  of 
Wednesday,  June  8.  Ibid. 

On  Saturday,  June  4,  the  auction  sale  was  held  in  the  old 
convent.  Tr.  37,  180;  Exh.  C.  Sister  Mercedes  testified  that  the 
auction  covered  virtually  everything  in  the  old  convent  that  could 
be  detached  and  was  saleable,  and  that  nothing  remained  after  the 
auction  that  could  be  utilized  elsewhere  by  the  Sisters.  Tr.  181-82, 

After  the  Sisters  moved  out  and  before  the  fire,  the  gas,  elec- 
tricity and  other  building  utilities  were  disconnected  in  prepara- 
tion for  the  final  demolition.  Tr.  181.  During  the  same  period, 
plumbing  fixtures,  electrical  panels,  electrical  fixtures,  and  stained 
glass  windows  were  removed,  as  were  the  furniture  and  other 
personal  property  sold  at  auction.  Tr.  238,  see  Tr.  420-22.  Thus, 
at  the  time  of  the  fire,  the  old  convent  was  vacant,  unoccupied 
and  uninhabitable. 

Prior  to  the  date  of  the  fire  the  demolition  subcontractor's  men 
took  down  part  of  a  fence  around  the  convent.  Tr.  208,  210-211, 
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On  June  8,  1966,  the  day  of  the  fire,  an  employee  named  Dewey 
Neal  was  sent  by  the  subcontractor  Allen  to  "strip"  the  building 
and  remove  the  salvage.  Neal  spent  the  entire  day  working  on  the 
building,  knocking  down  outside  sewer  pipes  and  throwing  them 
onto  the  ground.  Tr.  212-14.  That  night  the  fire  occurred.  Two  or 
three  days  later  the  subcontractor  proceeded  to  demolish  what 
remained  of  the  building.  Tr.  182.  Thereafter  the  site  was  cleared, 
paved,  and  used  by  the  high  school  for  physical  education  pur- 
poses in  accordance  with  the  Master  Plan.  Tr.  182-83. 

On  the  morning  after  the  fire,  Sister  Mercedes  told  Mr.  Phillip 
W.  Gale,  an  insurance  adjuster  employed  by  defendant,  that  the 
old  convent  was  of  no  use  to  the  Sisters  because  it  "either  was 
being  or  was  going  to  be  demolished,"  and  because  they  had 
moved  out  prior  to  the  fire  and  "were  comfortably  established 
in  their  new  home."  Tr.  230.  Sister  Mercedes  confirmed  in  her 
trial  testimony  that  the  old  convent  was  of  no  use  to  the  Sisters 
at  the  time  of  the  fire,  except  that  "[they]  might  need  it  if  any- 
thing would  happen  to  [their}  other  convent."  Tr.  181-82. 

Statement  of  Other  Principal  Evidence  as  to  Value 

Mr.  Paul  Shobring,  an  inspector  for  the  Building  Department 
of  the  City  of  Berkeley,  testified  for  defendant  that  he  inspected 
the  insured  building  on  several  occasions  in  the  course  of  his 
duties.  Tr.  187.  On  at  least  three  occasions,  beginning  on  Febru- 
ary 27,  1961,  Shobring  served  on  Sister  Mercedes,  the  convent 
Superior,  notices  of  various  Building  Code  violations  that  were 
grounds  either  for  withdrawing  the  Sisters'  occupancy  permit  for 
the  building,  or  abating  the  premises.  Tr.  188-190;  Exh.  P.  One 
of  these  notices,  dated  August  2,  1963,  contains  the  following 
summary  of  Shobring's  observations  at  that  time: 

Plumbing  lines  need  replacing.  Inadequate  toilet  and  wash- 
ing facilities.  Roof  leaks.  Stair  enclosures  needed.  All  walls 
in  egress  shall  be  "one  hour"  [fire]  walls.  Heating  inade- 
quate. Roof  supports  rotted  in  certain  sections.  Repair  win- 
dow sash  and  frames.  This  hutlding  is  a  fire  hazard  to  its 
occupants.  (Emphasis  added.) 
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Although  he  inspected  the  convent  after  August  2,  1963, 
Shobring  served  no  further  notices  of  violation  because,  as  he 
testified,  the  Sisters  vv^ere  already  on  notice  to  repair  or  rebuild 
the  convent.  Tr.  191-92.  In  addition.  Sister  Mercedes  had  in- 
formed him  that  a  new  convent  would  be  built  and  that  the  Sisters 
did  not  wish  to  make  any  repairs  on  the  old  building.  Ibid. 
Shobring  last  inspected  the  building  within  a  year  before  the  fire. 
At  that  time  none  of  the  violations  recorded  in  his  earlier  inspec- 
tions had  been  corrected.  Ibid. 

Shobring  testified  that  his  inspections  led  him  to  conclude  that 
the  building  was  "unfit  for  human  occupancy,"  and  that  this  con- 
clusion prompted  his  delivery  of  the  several  notices  of  violations 
to  Sister  Mercedes.  Tr.  193.  He  discussed  the  situation  several 
times  with  Sister  Mercedes,  who  agreed  that  the  building  was  a 
fire  hazard  and  unsafe  for  its  occupants.  Tr.  190-91. 

Shobring  was  asked  what  efi^ect  the  vacating  of  the  building 
and  disconnection  of  its  utilities  would  have  on  the  Sisters'  occu- 
pancy of  the  old  convent.  He  stated  unequivocably  that  the  Build- 
ing Department  would  not  allow  the  Sisters  to  reoccupy  the  build- 
ing until  it  was  brought  into  compliance  with  the  Code.  Tr.  192. 

Mr.  George  Horton,  a  licensed  real  estate  appraiser,  testified 
for  defendant  as  to  the  methods  and  results  of  his  appraisal  of 
the  building's  actual  cash  value  at  the  time  of  the  fire.  In  connec- 
tion with  his  appraisal,  Mr.  Horton  familiarized  himself  with  the 
building's  history  and  physical  condition  before  the  fire,  and  with 
the  records  of  the  Berkeley  Building  Department.  Tr.  245.  He 
also  confirmed  that  the  building  was  under  contract  to  be  demol- 
ished, and  considered  in  making  his  appraisal  that  the  Sisters 
had  vacated  the  building,  that  its  furnishings  and  substantial  parts 
of  its  fixtures  had  been  sold  and  removed  from  the  building 
prior  to  the  fire,  that  the  utilities  had  been  disconnected,  and  that 
the  Building  Department  would  not  permit  the  building  to  be 
reoccupied  until  it  complied  with  the  Code.  Tr.  245-48. 

Based  on  these  and  other  facts,  Horton  gave  this  opinion  of 
the  building's  value  immediately  before  the  fire: 
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"[T]he  value  of  the  building  was  a  negative  value,  to  the 

extent  of  the  cost  of  removal  of  the  building. 
*         *         * 

The  building  was  deteriorated  and  obsolete.  It  was  certainly 
obsolescent  and  up  to  the  time  of  moving  out  was  obso- 
lescent. Moving  out  and  vacating  would  certainly  tend 
toward  making  it  obsolete.  The  equipment  was  removed 
from  the  building,  furnishings,  and  a  good  bit  of  the  realty 
removed  in  the  way  of  such  fixtures,  doors,  cabinets,  panels. 
Power  was  disconnected,  which  means  that  to  connect  it,  the 
building  would  have  to  be  brought  up  to  code.  The  sprinkler 
systems  and  one-hour  fire  walls  and  what  not.  Which  cer- 
tainly would  make  the  property  altogether  a  completely  ob- 
solete and  completely  depreciated  piece  of  property."  Tr. 
248-49. 

Later,  on  recall,  Horton  testified  that  the  cost  merely  to  bring 
the  building  up  to  Code  would  be  $121,000.  Finally,  he  esti- 
mated that  the  value  of  the  fixtures  (as  distinct  from  the  furni- 
ture and  personal  property)  removed  from  the  building  prior  to 
the  fire  was  $52,500.  Tr.  420-22. 

Mr.  John  M.  Gilbertson,  a  contractor  specializing  in  fire  dam- 
age repair  work,  also  testified  as  to  the  convent's  value,  based  on 
observations  he  made  immediately  after  the  fire  and  a  series  of 
meetings  with  officials  of  the  Berkeley  Building  Department  to 
determine  their  precise  requirements  for  bringing  the  building 
from  its  condition  before  the  fire  into  one  in  conformity  with 
the  Code.  Tr.  429-34.  Based  on  this  information,  Gilbertson 
estimated  that  the  cost  of  the  repairs  required  just  to  bring  the 
building  to  Code  from  its  condition  before  the  fire  would  be 
$120,785,  itemized  as  follows  (Exh.  B-2): 

Automatic  Sprinklers $  19,016.00 

Plumbing   45,856.00 

Electrical  Work  10,360.00 

Roofing  2,160.00 

Carpentry  26,098.00 

Fire  Escapes  5,750.00 

Heating 5,280.00 

Painting 6,265.00 

Total  $  1 20,78  5 .00 
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Mr.  David  S.  Costello,  plaintiff's  insurance  broker,  testified  that 
upon  taking  over  plaintiff's  account  in  January  1963,  he  requested 
and  obtained  a  valuation  of  the  old  convent  from  Mr.  Elmer  Ellis 
of  the  Continental  Insurance  Company,  plaintiff's  general  insur- 
ance representative.  Tr.  263-65.  The  Ellis  report  of  February  23, 
1963  estimated  that,  owing  to  depreciation  alone,  the  actual  cash 
value  of  the  property  was  only  $35,000  at  that  time.  Exh.  A-1; 
Tr.  265-66;  272.  Shortly  thereafter,  Mr.  Costello  inquired  of  de- 
fendant as  to  the  possibility  of  placing  on  the  policy  covering 
the  old  convent  a  demolition  cost  endorsement  to  provide  for 
the  cost  of  demolishing  the  undamaged  portion  and  bringing  it 
to  Code  in  the  event  of  a  loss,  and  a  replacement  cost  endorse- 
ment to  provide  for  the  cost  of  replacing  the  building  with  mate- 
rial of  like  kind  and  quality,  without  deduction  for  depreciation. 
Exh.  D;  Tr.  138-140;  261.  After  his  inquiry  was  answered,  Mr. 
Costello  did  not  ask  the  company  for  either  of  these  endorse- 
ments. Ibid. 

Plaintiff  presented  the  testimony  of  two  appraisers,  each  of 
whom  testified  to  his  estimates  of  the  building's  replacement  cost 
and  depreciation  at  the  time  of  the  fire,  and  to  the  "value"  of  the 
building  at  that  time,  represented  by  the  difference  between  re- 
placement cost  and  depreciation.  The  witness  William  E.  Hunt 
concluded  that  the  building's  replacement  cost,  based  on  cost  of 
reproduction  per  square  foot,  was  $456,000,  and  subtracted 
physical  depreciation  of  40  per  cent  and  "physical"  obsolescence 
of  10  per  cent  therefrom.  Tr.  66-67;  94-97.  After  a  few  minor 
additions,  his  final  estimate  of  the  building's  value  was  $230,000. 
Tr.  67. 

The  witness  Kenneth  Newkirk  concluded  that  the  building's 
cost  of  replacement,  based  on  a  materials  and  labor  cost  survey, 
was  $439,675.56,  and  that  physical  depreciation  was  50  per  cent, 
resulting  in  a  value  of  $219,837.78.  Tr.  106. 

In  forming  their  estimates,  neither  of  plaintiff's  witnesses  took 
into  consideration  that  the  Berkeley  Building  Department  had 
notified  the  building's  owners  of  numerous  Code  violations  and 
other  defects  in  the  building  that  were  unremedied  at  the  time 
of  the  fire.  Tr.  78-80;   110.  Nor  did  they  ascertain  whether  it 
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would  be  necessary  to  remedy  such  violations  before  the  building 
could  ever  be  reoccupied.  Tr.  84.  They  did  not  consider  that  the 
owners  had  decided  to  demolish  the  building  or  that  the  building 
had  been  vacated  and  the  demolition  begun.  Tr.  78,  82,  109.  Each 
testified  that  these  facts,  if  considered,  would  have  had  little  or  no 
effect  on  his  replacement  cost  estimate.  Tr.  82-84;  109-110. 
Neither  witness  allowed  for  functional  obsolescence  of  the  build- 
ing in  his  estimate.  Tr.  94-95;  109. 

Mr.  R.  E.  Saleme,  Jr.,  a  repair  contractor,  testified  that  the 
building  would  cost  $237,552  to  repair.  Tr.  118.  The  purpose 
of  his  testimony  was  to  show  that  the  estimates  of  replacement 
cost  less  depreciation  by  Newkirk  and  Hunt  did  not  exceed  the 
cost  of  repairing  the  building.  Saleme  testified  that  his  estimate 
of  repair  cost  did  not  include  any  costs  of  bringing  the  building 
into  conformity  with  the  Code.  Tr.  120-21;  386. 

On  recall,  witness  Newkirk  testified  that  his  estimate  of  50 
per  cent  depreciation,  given  in  his  initial  testimony,  included  30 
per  cent  for  economic  obsolescence  and  20  per  cent  for  physical 
depreciation.  Tr.  400-401.  This  constrasted  with  the  witness 
Hunt's  appraisal  of  40  per  cent  physical  depreciation.  In  his  re- 
call testimony  Newkirk  also  testified  that  he  had  taken  into  con- 
sideration the  costs  of  bringing  the  building  up  to  Code.  Tr. 
405-06.  He  stated  that  he  accomplished  this  by  making  room  for 
such  costs  in  the  estimate  of  50  per  cent  for  physical  depreciation 
that  he  had  given  in  his  initial  testimony,  Tr.  416-17.  At  that 
time  he  had  testified  that  he  did  not  consider  any  costs  of  bringing 
the  building  up  to  Code.  Tr.  109-111. 

The  trial  court  found  that  the  actual  cash  value  of  the  building, 
just  prior  to  the  fire,  was  $226,000.  R.  159.  Although  not  de- 
scribed as  such  by  the  trial  court,  this  figure  is  approximately  the 
arithmetic  mean  of  the  Hunt  and  Newkirk  estimates  of  $230,000 
and  $219,837.78,  based  solely  on  replacement  cost  less  deprecia- 
tion. Referring  to  the  Horton  testimony,  the  court  then  subtracted 
$52,000  as  the  value  of  the  parts  of  the  building  removed  before 
the  fire  and  subsequently  entered  judgment  for  plaintiff  in  the 
amount  of  $174,000,  together  with  interest  and  costs.  R.  159,  l6l. 
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SUMMARY  OF  ARGUMENT 

Plaintiff  had  no  insurable  interest  in  the  old  convent  building 
at  the  time  of  the  fire.  Plaintiff  had  lost  its  insurable  interest  as 
a  result  of:  (a)  the  Agreement  with  the  Bishop  for  the  demo- 
lition of  the  old  convent  and  its  replacement  by  the  new  convent; 
and  (b)  the  performance  of  that  Agreement  by  the  Bishop's  con- 
struction of  the  new  convent  and  plaintiff's  vacation  and  surrender 
of  the  old  convent  for  demolition. 

The  old  convent  had  no  substantial  "actual  cash  value"  to  plain- 
tiff at  the  time  of  the  fire.  Plaintiff  had  vacated  the  building  pur- 
suant to  its  Agreement  with  the  Bishop  and  had  permitted  the 
utilities  to  be  disconnected.  The  furnishings  in  the  building  and 
a  substantial  portion  of  its  fixtures  had  been  sold  at  auction  or 
otherwise  removed.  Plaintiff  had  no  further  use  for  the  structure 
and  nothing  of  value  remained  therein.  Demolition  had  begun 
and  the  remainder  of  the  building  was  to  be  promptly  demol- 
ished, as  required  by  plaintiff's  Agreement  with  the  Bishop.  Even 
had  plaintiff  desired  to  make  use  of  the  structure  in  any  way,  it 
was  precluded  from  doing  so  because  reoccupancy  was  prohibited 
unless  violations  of  the  Building  Code  were  first  remedied  at 
great  cost,  and  because  the  structure  was  physically  uninhabitable. 

Under  California  law  the  building's  "actual  cash  value"  was 
to  be  determined  by  considering  all  of  the  above  facts  and  circum- 
stances, and  not  by  considering  only  its  cost  of  replacement.  So 
determined,  the  building's  "actual  cash  value"  to  plaintiff  at  the 
time  of  the  fire  was  insubstantial. 
■  Plaintiff  increased  the  hazard  of  fire  to  the  old  convent  by 
means  within  its  knowledge  and  control.  Plaintiff  did  so  by  allow- 
ing the  building  to  deteriorate  so  that  it  was  not  fit  for  occupancy 
under  the  Building  Code,  vacating  the  building,  auctioning  off  its 
furnishings,  permitting  part  of  its  fixtures  to  be  removed,  and 
by  instituting  demolition  work  on  the  building  that  broadcast  the 
fact  of  its  vacancy  and  made  it  freely  accessible  to  outsiders. 

The  trial  court  improperly  awarded  interest  prior  to  judgment. 
Interest  could  not  commence  to  run  until  that  time  because  the 
plaintiff's  claim  was  unliquidated  and  substantially  disputed. 
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ARGUMENT 

I.       Plaintiff  Had  No  Insurable  Interest-  in  the  Old  Convent  at  the 
Time  of  the  Fire. 

A.  UNDER  CALIFORNIA  LAW,  AN  INSURABLE  INTEREST  DOES  NOT  EXIST 
UNLESS  THE  INSURED  WILL  SUFFER  PECUNIARY  LOSS  FROM  DESTRUC- 
TION OF  THE  INSURED  PROPERTY. 

California  Insurance  Code,  Section  281,  which  is  applicable  in 

this  diversity  case,  defines  an  insurable  interest  in  property  as: 

Every  interest  in  property,  or  any  relation  thereto,  or  liability 

in  respect  thereof,  of  such  a  nature  that  a  contemplated  peril 

might  directly  damnify  the  insured  .  .  .  (Emphasis  added.) 

It  has  long  been  established  in  California,  in  cases  decided 
under  this  section  and  its  predecessor  (Section  2546  of  the  Civil 
Code) ,  that  an  insurable  interest  exists  only  if,  at  the  time  of  the 
fire  or  other  event  insured  against,  the  insured  "has  a  direct 
pecuniary  interest  in  [the  insured  property's}  preservation  and 
.  .  .  vv'ill  suffer  a  pecuniary  loss  as  an  immediate  and  proximate 
result  of  its  destruction."  Davis  v.  Phoenix  Ins.  Co.,  Ill  Cal.  409, 
414  (1896);  Martin  v.  State  Farm  Auto  Ins.  Co.,  200  C.A.2d 
459,  468  (1962);  Smith  v.  Jim  Dandy  Markets,  Inc.,  172  F.2d 
616,  618  (9th  Cir.  1949). 

Thus,  under  California  law,  two  conditions  must  coexist  at  the 
time  of  the  fire  for  an  insured  plaintiff  to  have  an  insurable  in- 
terest in  property: 

a.  The  insured  must  have  a  direct  pecuniary  interest  in 
the  property's  preservation ;  and 

b.  The  insured  must  suffer  pecuniary  loss  as  an  imme- 
diate and  proximate  result  of  the  property's  destruction. 

Neither  of  these  two  conditions  was  met  in  this  case. 

B.  THE  SISTERS  HAD  NO  INSURABLE  INTEREST  IN  THE  OLD  CONVENT 
AFTER  THE  EXECUTION  OF  THEIR  AGREEMENT  WITH  THE  BISHOP. 

The  Agreement  with  the  Bishop  dated  April  20,  1964  spe- 
cifically committed  the  Sisters  to  the  demolition  of  the  old  con- 
vent building.  The  Agreement  empowered  the  Bishop,  at  his  own 
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expense,  to  tear  down  the  old  convent  and  prepare  the  site  for 
future  use  by  the  adjoining  high  school. 

This  binding  contractual  commitment  to  the  building's  demo- 
lition was  not  just  an  incident  to  the  building  of  a  new  convent 
by  the  Bishop.  The  demolition  had  a  vastly  greater  importance 
under  the  parties'  Master  Plan.  Indeed,  it  was  indispensable  for 
the  achievement  of  their  principal  purpose. 

The  overriding  purpose  of  the  Agreement  between  plaintiff 
and  the  Bishop  was  to  provide  for  expansion  of  the  Presentation 
High  School.  To  that  end  the  Sisters  agreed  to  use  the  real  prop- 
erty owned  by  them  at  2116  Jefferson  Street  (on  which  the  old 
convent  then  stood)  for  the  purpose  of  operating  the  high  school. 
The  old  convent  was  an  obvious  obstacle  to  this  purpose.  The 
agreement  thus  provided  that  it  be  demolished  and  that  a  new 
one  be  built  nearby. 

The  old  convent's  demolition  was  therefore  a  condition  of  the 
substantial  benefits  promised  the  Sisters  under  their  Agreement 
with  the  Bishop.  Once  that  Agreement  was  executed,  the  Sisters 
no  longer  had  a  direct  pecuniary  interest  in  the  old  convent's 
preservation.  They  certainly  had  no  obligation  to  preserve  the 
building  intact  for  demolition.  Far  from  having  any  interest — 
direct  or  indirect,  pecuniary  or  otherwise — in  the  preservation  of 
the  old  convent,  their  interest  lay  rather  in  its  removal  so  that  the 
more  beneficial  uses  of  the  property  provided  for  under  the  Agree- 
ment could  commence.  Whether  this  removal  was  accomplished 
by  demolition  at  the  Bishop's  expense,  as  the  Agreement  provided, 
by  accidental  destruction,  or  by  a  combination  of  both,  as  in  fact 
occurred,  was  a  matter  of  no  consequence  to  the  Sisters. 

Nor  were  the  Sisters  in  a  position  to  suffer  "pecuniary  loss  as 
an  immediate  and  proximate  result  of  the  old  convent's  destruc- 
tion." They  were  in  precisely  the  opposite  position.  Elimination 
of  the  old  convent  was  the  principal  quid  pro  quo  of  the  Bishop's 
obligation  to  build  the  Sisters  a  new  convent.  A  premature  acci- 
dental elimination  of  the  building  would  relieve  the  Bishop  of 
his  collateral  obligation  to  pay  for  its  demolition,  but  certainly 
would  not  excuse  him  from  performing  his  main  obligation  of 


16 

building  the  new  convent.  Thus,  the  Sisters  could  not  suffer  any 
pecuniary  loss  as  a  result  of  the  fire,  because  the  Bishop's  binding 
obligation  to  build  them  a  new  convent  would  remain  in  force, 
and  might  even  be  performed  by  him  earlier  than  otherwise 
scheduled. 

A  binding  contract  for  demolition,  such  as  the  Sisters  had  en- 
tered into  with  the  Bishop,  is  sufficient,  in  and  of  itself,  to  ter- 
minate the  insurable  interest  of  the  party  contractually  committed 
to  the  demolition.  In  the  recent  case  of  Leggio  v.  Miller  Nat'l 
Ins.  Co.,  398  S.W.2d  607,  12  CCH  Fire  and  Cas.  Cases  1001  (Tex. 
Civ.  App.  1965) ,  the  insured  was  the  owner  and  lessor  of  a  build- 
ing under  a  lease  giving  the  lessee  an  option  to  tear  down  the 
building  provided  he  replaced  it  with  an  equal  or  better  one.  The 
parties  disagreed  as  to  whether  the  lessee  had  effectively  exercised 
the  option  prior  to  the  fire.  The  court  stated  that: 

"if  the  option  [to  demolish]  was  effectively  exercised  and 
accepted  before  the  fire,  the  insured  would  no  longer  have 
any  pecuniary  interest  in  the  existence  of  the  building  and 
would  thus  have  no  insurable  interest."  398  S.W.2d  at  610,  12 
CCH  Fire  &  Cas.  Cases  at  1003  (emphasis  added). 

The  court  decided  for  the  insured  on  finding  that  "while  both 
parties  contemplated  that  the  option  would  be  exercised  and  had 
actually  made  some  preparation  for  the  demolition  .  .  .  prior  to 
the  fire,  yet  they  had  not  gone  far  enough  to  reach  a  definite 
agreement."  Ibid. 

This  case  is  free  of  the  evidentiary  complications  that  appeared 
in  the  Leggio  case.  There  can  be  no  doubt  that  the  Sisters  entered 
into  a  definite  and  unambiguous  agreement  for  the  old  convent's 
demolition  well  before  the  fire.  California  insurance  law,  more- 
over, clearly  incorporates  the  principle  applied  in  the  Leggio  case 
that  an  insured  does  not  have  an  insurable  interest  in  property 
whose  destruction  will  cause  him  no  pecuniary  loss  and  whose 
preservation  gives  him  no  pecuniary  benefit.  Accordingly,  we 
submit  that  when  plaintiff  executed  the  Agreement  of  April  20, 
1964,  its  insurable  interest  in  the  old  convent  came  to  an  end. 
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Arguably,  the  Sisters  did  not  lose  all  of  their  insurable  interest 
in  the  old  convent  when  the  April  20,  1964  Agreement  was  exe- 
cuted, because  of  their  continued  use  and  occupancy  of  the  old 
convent  after  that  date.  The  insurable  interest  remaining  in  the 
Sisters  under  this  theory  would  not  afford  them  any  right  of  sub- 
stantial recovery  in  this  action.  The  California  cases,  more  fully 
discussed  in  Part  II  of  this  Argument,  infra,  at  page  43,  hold 
clearly  that  a  policy  of  fire  insurance  does  not  insure  a  building, 
but  only  the  interest  of  the  insured  in  that  building.  Recovery 
under  the  policy,  therefore,  is  allowable  only  to  the  extent  of  the 
interest  of  the  insured.  Once  the  April  20,  1964  Agreement  was 
executed,  the  Sisters'  remaining  interest  in  the  old  building  was,  at 
the  very  most,  a  right  of  use  and  occupancy  pending  construction 
of  the  new  convent  by  the  Bishop.  This,  by  implication,  was  to 
be  accomplished  within  a  reasonable  time  after  execution  of  the 
Agreement.  Calif.  Civil  Code  §  1657.  The  extent  of  the  Sisters' 
insurable  interest  in  the  building  after  April  20,  1964,  would 
therefore  be  akin  to  that  of  a  lessee  having  a  given  period  of 
remaining  occupancy  under  a  lease,  see  Sievers  v.  Union  Assur. 
Soc'y,  20  C.A.  250  (1912),  discussed  infra  at  pages  44-45,  and 
the  correlative  measure  of  that  interest  would  be  the  cost  of 
equivalent  substitute  shelter  for  the  reasonable  period  of  time 
within  which  the  Bishop  was  required  to  build  and  furnish  the 
new  convent. 

C.     THE  BISHOP'S  PERFORMANCE  UNDER  THE  AGREEMENT  EXTINGUISHED 
ANY  REMAINING  INSURABLE  INTEREST  OF  PLAINTIFF. 

Performance  by  the  Bishop  and  others  under  the  Agreement 
of  April  20,  1964  erased  any  doubt  that  the  Agreement  had  com- 
mitted the  old  convent  to  destruction  and  extinguished  plaintiff's 
insurable  interest  therein. 

Following  execution  of  the  April  20,  1964  Agreement  the 
Bishop  began  performance  by  contracting  with  the  general  con- 
tractor Garing  for  the  new  convent's  construction  and  the  site 
development  work.  Under  the  authority  of  his  contract  with  the 
Bishop,  Garing  promptly  subcontracted  the  old  convent's  demoli- 
tion to  Allen. 
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These  demolition  contracts  were  substantial  acts  in  performance 
of  the  April  20,  1964  Agreement.  They  transmuted  that  Agree- 
ment from  what  the  trial  court  chose  to  characterize  as  "a  mere 
permission  granted  to  the  Bishop  for  the  eventual  razing  of  the 
old  building"  (R.  149)  into  a  chain  of  obligations  committing 
each  of  the  four  parties  involved  to  the  demolition  of  the  old 
convent.  The  Bishop's  contract  with  Garing,  made  in  reliance  upon 
his  Agreement  with  the  Sisters,  strengthened  his  right  to  proceed 
with  the  old  convent's  demolition  under  that  Agreement.  Garing's 
rights  under  his  contract  with  the  Bishop  were  similarly  aug- 
mented by  virtue  of  his  subcontract  with  Allen.  "Where  the  plain- 
tiff is  not  interested  solely  in  profit  .  .  .  but  must  proceed  with  the 
work  in  order  to  fulfill  contract  obligations  with  others,  .  .  .  dam- 
ages may  be  inadequate  and  the  plaintiff  may  have  a  right  to 
continue  performance."  Bomberger  v.  McKelvey,  35  Cal.2d  607, 
614  (1950). 

The  Sisters  were  bound  by  the  contracts  among  the  Bishop, 
Garing  and  Allen  as  much  as  if  they  were  parties  thereto,  or  were 
directly  responsible  for  the  acts  to  be  done  thereunder.  Because 
of  their  Agreement  with  the  Bishop,  they  had  no  right  or  authority 
to  interfere  with  either  the  formation  or  performance  of  these 
supplementary  contracts.  Any  such  interference  by  the  Sisters 
would  have  violated  the  implied  covenant  of  every  agreement 
that  neither  party  shall  frustrate  or  interfere  with  the  other's  per- 
formance of  a  condition  or  obligation  thereof.  Restatement  of 
Contracts  §315;  3  Corbin  on  Contracts  §  571  (i960);  see 
Gray  v.  Bekms,  186  Cal.  389,  395   (1921). 

The  foregoing  acts  of  performance  by  the  Bishop  and  others, 
sufificient  in  themselves  to  make  the  Sisters'  contractual  obligation 
far  more  than  "a  mere  [executory]  permission,"  were  soon  suc- 
ceeded by  others  that  even  more  clearly  established  the  lack  of  any 
remaining  insurable  interest  in  the  Sisters  at  the  time  of  the  fire. 

Prior  to  the  fire,  the  new  convent  was  completely  constructed 
by  the  general  contractor  and  was  furnished  for  the  Sisters'  occu- 
pancy by  the  Bishop.  An  official  notice  of  the  building's  completion 
as  of  May  18,  1966  was  recorded  by  the  Bishop.  These  develop- 
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merits  accomplished  two  things  of  critical  importance  to  the  ques- 
tion of  the  Sisters'  insurable  interest  in  the  old  convent: 

1.  Any  remaining  possibility  of  a  pecuniary  interest  in 
the  building's  preservation  or  a  pecuniary  loss  from  its  de- 
struction, based  either  on  the  Sisters'  use  and  occupancy  of 
the  old  convent  up  to  that  time  or  on  the  building's  value 
as  security  for  the  Bishop's  performance,  was  eliminated.  A 
new  convent,  constructed  and  fully  furnished  by  the  Bishop, 
awaited  the  Sisters'  occupancy. 

2.  The  Sisters'  contractual  committment  to  the  demoli- 
tion of  the  old  convent  became  a  fully-matured,  present 
obligation,  prompt  performance  of  which  was  due,  because 
its  condition  precedent  under  the  Master  Plan  (the  new  con- 
vent's construction)  had  been  fulfilled. 

As  previously  noted,  the  Sisters  possibly  retained  some  insurable 
interest  in  the  old  convent  after  the  demolition  contracts  were 
executed  because  of  their  continued  use  and  occupancy  of  the  old 
building.  Obviously  the  completion  of  the  new  convent  in  a 
condition  ready  for  the  Sisters'  occupancy  nullified  this  basis  of 
insurable  interest. 

Once  the  new  convent  was  completed  and  ready  for  occupancy, 
the  old  convent  also  lost  any  earlier  value  it  may  have  had  as 
security  for  the  Bishop's  performance.  The  Bishop's  next  obliga- 
tion under  the  Master  Plan  was  to  demolish  the  old  convent  and 
prepare  the  site  for  high  school  purposes.  Far  from  securing  that 
obligation,  the  old  convent's  remaining  in  place  could  only  frus- 
trate its  performance.  At  this  point,  therefore,  the  building's  preser- 
vation had  no  value,  pecuniary  or  otherwise,  to  the  Sisters,  and 
its  destruction  could  cause  them  no  loss. 

The  Bishop's  construction  of  the  new  convent  was  also  the 
condition  precedent  of  the  Sisters'  obligation  to  proceed  with  the 
old  convent's  demolition.  Once  this  condition  was  met,  the  agreed 
sequence  for  the  parties'  joint  performance  of  their  Agreement 
was  for  the  Sisters  to  surrender  the  old  convent  for  demolition — 
a  demolition  that  was  in  turn  the  condition  precedent  for  the 
succeeding  steps  of  performance.  Thus  the  Sisters'  commitment 
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to  surrender  the  convent  for  demolition  became  a  present,  fully- 
matured  obligation  before  the  fire,  and  its  prompt  performance 
was  due. 

The  evidence  thus  shows  that  at  the  time  of  the  fire  the  Bishop 
and  those  acting  for  him  had  performed  the  April  20,  1964 
Agreement  as  fully  as  it  was  possible  for  that  Agreement  to  be 
performed  until  the  Sisters  surrendered  the  old  convent  for  demo- 
lition. In  performance  of  the  Agreement,  the  Bishop  had  deeded 
the  land  he  previously  owned  to  the  Sisters  (Exh.  Y)  and  had 
constructed  a  new  convent  thereon,  all  in  the  expectation  that  he 
would  be  allowed,  reciprocally,  to  demolish  the  old  convent  and 
use  the  property  for  high  school  purposes.  Such  performance  in 
reliance  upon  the  Agreement  clearly  entitled  the  Bishop  to  insist 
on  fulfillment  of  the  Sisters'  commitment  to  the  old  convent's 
demolition.  See  Bamberger  v.  McKelvey,  35  Cal.2d  607,  618-19 
(1950). 

D.  THE  SISTERS'  PERFORMANCE  UNDER  THEIR  AGREEMENT  WITH  THE 
BISHOP  CONFIRMED  THAT  THEY  HAD  NO  INSURABLE  INTEREST  IN  THE 
OLD  CONVENT  AT  THE  TIME  OF  THE  FIRE. 

The  Sisters  did  not  in  fact  renounce  their  commitment  to  the 
old  convent's  demolition.  Mother  Thaddea  testified  that  the  Sisters 
never  requested  or  directed  the  Bishop  or  anyone  else  not  to 
proceed  with  the  demolition  as  scheduled.  Tr.  39-40. 

On  the  contrary,  the  Sisters  promptly  performed  their  contrac- 
tual obligation  as  soon  as  it  became  due.  Prior  to  the  fire,  they 
moved  into  the  new  convent  constructed  by  the  Bishop,  vacated 
the  old  convent,  auctioned  off  the  furniture  and  personal  property 
remaining  therein,  and  permitted  the  utilities  to  be  disconnected 
by  one  of  the  contractors.  They  could  not  have  more  completely 
surrendered  the  convent  for  demolition.  The  Sisters'  performance 
under  their  Agreement — the  only  performance  relevant  to  any 
continuation  of  their  interest  in  the  building — was  complete  at 
the  time  of  the  fire.  There  was  nothing  more  they  could  do  to  help 
accomplish  the  demolition  of  the  building. 
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The  transcript  of  the  proceedings  below  and  the  trial  court's 
opinion  show  that  the  court  gave  no  significance  to  the  Sisters' 
actual  performance  of  the  Agreement.  Instead,  the  court  con- 
sidered it  decisive  that  the  subcontractor  had  not  completed,  nor 
substantially  performed,  the  work  of  final  demolition  at  the  time 
of  the  fire.  R.  149,  157;  see  Tr.  291-93.  This  consideration  was 
irrelevant  to  the  question  of  the  Sisters'  performance.  Their  per- 
formance, already  complete,  was  not  retroactively  excused,  modi- 
fied, or  discharged  by  the  fact  that  total  demolition  of  the 
convent  was  not  accomplished  by  the  time  of  the  fire. 

The  evidence  is  undisputed  that  tlie  Sisters  had  turned  over 
possession  of  the  building  to  the  subcontractor  who,  through  his 
agent,  had  begun  die  exercise  of  his  salvage  rights.  The  extent  of 
his  further  progress  toward  demolishing  the  building  was  an 
adventitious  circumstance,  lacking  in  any  factual  or  legal  sig- 
nificance to  the  issue  of  plaintiff's  insurable  interest.  This  was 
underscored  by  the  statement  of  Sister  Mercedes  the  morning 
after  the  fire,  when  she  told  Gale,  the  insurance  adjuster  repre- 
senting defendant,  that  the  Sisters  "had  moved  out  and  were  com- 
fortably established  in  their  new  home  [and]  had  no  use  for  the 
old  building,  it  was  either  to  be  or  was  being  demolished."  Tr. 
230.  Moreover,  the  Leggio  case  discussed  supra  at  p.  16  shows 
conclusively  that  there  is  no  requirement  for  a  building's  physical 
demolition  to  be  completed,  or  even  started,  where  by  virtue  of 
the  arrangements  for  demolition  the  insured  has  previously  lost 
any  basis  of  an  insurable;  i.e.,  pecuniary  interest  therein.  In  hold- 
ing, to  the  contrary,  that  the  Sisters  had  an  insurable  interest  in 
the  old  convent  "so  long  as  it  stood  in  place,"  R.  l49,  the  court 
fell  into  fundamental  error  by  treating  the  building,  rather  than 
the  interest  of  the  Sisters  (which  had  ceased  to  exist),  as  the 
subject  of  the  insurance.  See  Argument,  Part  II-E,  infra,  at  pages 
41-45. 

E.     THE  PREMISES  OF  THE  TRIAL  COURT'S  DECISION  WERE  UNSOUND. 
1.     Introduction. 

The  evidence  showed  that  tiie  Sisters  had  entered  into  a  binding 
contract  with  the  Bishop  for  the  old  convent's  demolition.  The 
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Bishop  and  the  Sisters  had  fully  performed  this  contract  up  to 
the  point  of  the  building's  final  demolition  by  a  subcontractor 
and  manifestly  intended  that  the  demolition  be  completed.  In 
the  face  of  this  overwhelming  evidence  that  the  Sisters  had  lost 
any  insurable  interest  they  had  in  the  building,  the  District  Court 
concluded  that  the  Sisters  had  such  an  interest  to  the  full  extent 
of  the  convent's  "actual  cash  value"  at  the  time  of  the  fire. 
R.  148-150. 

The  trial  court  reached  this  conclusion  by  relying  on  irrelevant 
facts,  hypothesis  lacking  any  basis  in  fact,  and  legal  principles 
that  were  not  applicable.  In  the  preceding  section  we  discussed 
the  trial  court's  misplaced  emphasis  on  the  subcontractor's  not 
having  completed  the  final  demolition  of  the  old  convent  at 
the  time  of  the  fire.  We  now  turn  to  the  other  premises  on  which 
the  court  erroneously  relied. 

In  its  opinion  the  court  emphasized  the  following  considera- 
tions, which  we  will  discuss  in  order:  (l)  that  the  Sisters  did  not 
formally  transfer  or  assign  their  legal  title  to  the  old  convent 
building  by  the  April  20,  1964  Agreement,  or  otherwise,  prior  to 
the  fire;  (2)  that  the  Sisters'  Agreement  with  the  Bishop  for 
construction  of  the  new  convent  and  destruction  of  the  old  were 
a  "collateral  benefit"  to  the  Sisters  and  therefore  irrelevant  to 
defendant's  insurance  obligation  (citing  Hughes  v.  Potomac  Ins. 
Co.,  199  C.A.2d  239,  249-51  (1962));  and  (3)  that  the  convent 
"had  an  insurable  potential  use  and  value  to  the  Sisters  so  long 
as  it  stood  in  place  and  in  the  event  of  change  of  arrangements 
with  the  Bishop  for  any  reason"  (citing  Bamberger  v.  AlcKelvey, 
35  Cal.2d  607,  613-14  (1950)).  R.  149-150. 

2.      The  Sisfers'  "Legal  Title"  to  the  Old  Convent  at  the  Time  of  the  Fire  Was 
Either  Irrelevant  or  Nonexistent. 

The  trial  court  erroneously  assigned  well-nigh  conclusive  legal 
weight  to  the  absence  of  a  formal  transfer  of  the  Sisters'  "legal 
title"  to  the  old  convent  building  prior  to  the  fire.  The  definition 
of  insurable  interest  adopted  by  the  California  courts  and  legis- 
lature plainly  directs  the  courts'  attention  to  the  realities  of  the 
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situation,  as  expressed  in  the  requirement  that  the  insured  have 
a  pecuniary  interest  capable  of  causing  him  a  pecuniary  loss. 
There  is  no  room  under  that  definition  for  exhorbitant  emphasis 
upon  technicalities  such  as  "legal  title"  that  bear  no  necessary 
relation  to  these  realities. 

In  this  case,  the  Sisters'  legal  title,  if  it  did  exist,  was  only 
marginally  if  at  all  relevant  to  their  insurable  interest.  The  testi- 
mony showed  that  the  locus  of  "title"  to  the  building  had  no 
significance.  When  asked  whether  the  Sisters  had  any  plans  for 
the  old  convent  other  than  to  allow  the  Bishop  to  have  it  demol- 
ished. Mother  Thaddea  answered  that  the  Sisters  had  none, 
because  "we  had  already  made  an  agreement  with  the  Bishop." 
Tr.  41.  If  an  "owner's"  bundle  of  rights  respecting  his  property 
is  reduced  by  self-denying  agreement,  as  it  was  in  this  case,  to 
the  single  "right"  of  obtaining  the  physical  destruction  of  the 
property  without  cost  to  himself,  then  his  remaining  "ownership," 
whether  or  not  it  be  termed  a  "legal  title,"  clearly  is  not  a  suffi- 
cient foundation  for  obtaining  insurance  against  such  destruction. 

The  trial  court  cited  no  authority  for  particularly  emphasizing 
the  absence  of  a  formal  transfer  of  legal  title  by  the  Sisters.  By 
contrast,  although  the  question  was  not  raised  directly  in  Leggio 
V.  Miller  Nat' I  Im.  Co.,  398  S.W.2d  607,  12  CCH  Fire  &  Cas. 
Cases  1001  (Tex.  Civ.  App.  1965),  discussed  supra  at  p.  16, 
the  court's  opinion  in  that  case  clearly  implies  that  legal  title, 
as  such,  is  unimportant.  There  was  no  suggestion  that  the  owner 
of  the  building  in  that  case  had  divested  himself  of  his  legal 
title  to  the  building;  he  had  merely  given  the  lessee  an  option 
to  demolish  it.  Yet  the  court  held  that,  if  the  option  to  demolish 
was  effectively  exercised  and  accepted  prior  to  the  fire,  the  owner's 
insurable  interest  had  terminated  as  a  result.  See  also  Sievers  v. 
Union  Assur.  Soc'y,  20  C.A.  250,  discussed  infra  at  pages  44-45. 

Even  if  the  location  of  legal  title  to  the  building  was  of  some 
overall  significance,  the  trial  court  was  not  justified  by  the  evi- 
dence in  concluding,  solely  from  the  absence  of  a  formal  transfer, 
that  the  Sisters  retained  their  legal  title  to  the  old  convent  to 
the  time  of  the  fire. 
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The  form  of  the  April  20  Agreement  did  not  suggest  or  require 
that  there  be  an  express  transfer  of  title  to  the  old  convent  build- 
ing from  the  Sisters  to  the  Bishop.  Under  the  Agreement  and  the 
Master  Plan  the  Sisters  were  to  retain  the  real  property  on  which 
the  old  building  stood,  to  receive  adjacent  real  property  from  the 
Bishop,  and  to  own  and  operate  in  perpetuum  a  high  school 
and  a  new  convent  on  the  conjoined  parcels.  The  Bishop,  on  the 
other  hand,  was  not  to  own  any  of  the  real  property  or  any  of 
the  improvements  to  be  constructed  thereon. 

The  old  convent  played  no  part  in  the  parties'  plans  for  the 
future.  At  no  time  did  they  contemplate  any  future  for  the 
building  except  early  demolition.  In  this  context  an  express 
severance  of  the  building  from  the  real  property  remaining  in 
the  Sisters  and  a  transfer  to  the  Bishop  for  the  relatively  brief 
interim  remaining  before  its  demolition  would  certainly  have 
seemed  a  useless  formality,  if  the  parties  had  even  stopped  to 
consider  it. 

But  however  superfluous  was  a  formal  passage  of  title  to  the 
Bishop,  his  exercise  of  powers  equivalent  to  ownership  and  con- 
trol of  the  building  was  essential  to  the  Agreement  and  the  Master 
Plan.  Under  the  Agreement  the  Sisters  committed  themselves  to 
a  single  course  of  action  respecting  both  the  building  and  the 
underlying  real  property.  They  agreed  to  use  the  real  property, 
solely  and  in  perpetuum,  for  a  high  school,  not  as  a  convent  or 
for  any  other  purpose,  and  specifically  gave  the  Bishop  the  power 
to  demolish  the  old  building.  The  Bishop,  exercising  this  power, 
not  only  contracted  for  the  demolition  itself,  but  disposed  as  well 
of  the  salvage  rights  to  the  building.  This  was  uniquely  an  act 
of  ownership  with  respect  to  the  building,  utterly  inconsistent 
with  any  retention  of  "title"  by  the  Sisters,  and  eloquently  con- 
firmed the  parties'  own  understanding  of  their  agreement. 

The  testimony  of  the  Sisters  in  court  likewise  corroborated  this 
understanding.  Sister  Mercedes  referred  throughout  her  testimony 
to  "what  the  Bishop  planned  to  do  with  the  old  convent,"  Tr. 
165;  see  Tr.  168,  173,  175,  and  stated  that  "anything  regarding 
the  .  .  .  new  convent  .  .  .  and  the  demolition  of  the  old  convent 
was  in  the  hands  of  the  Bishop."  Tr.  164-65. 
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In  such  circumstances  the  courts  uniformly  credit  substance 
rather  than  form,  and  pinpoint  the  locus  of  ownership  accord- 
ingly. The  case  of  Smith  v.  Jim  Dandy  Markets,  Inc.,  172  F.2d 
616,  618  (9th  Cir.  1949)  offers  a  pertinent  and  persuasive  prece- 
dent. There  this  Court,  applying  California  law,  affirmed  a  deci- 
sion of  the  District  Court  that  an  agreement  purporting  on  its 
face  to  transfer  only  certain  equipment,  fixtures  and  machinery, 
and  the  interests  of  the  transferor  under  various  leases,  was 
properly  construed  to  transfer  in  addition  the  ownership  of  a  cer- 
tain building,  thereby  depriving  the  transferor  of  an  insurable 
interest  in  the  building  at  the  time  of  the  fire.  The  agreement  in 
that  case  did  not  even  mention  the  insured  building.  Nevertheless, 
the  court  held  that  a  transfer  of  ownership  was  consistent  with 
the  parties'  intention  to  give  the  transferee  complete  control  over 
the  facilities  by  which  it  carried  on  its  business,  and  was  necessary 
because  a  reserved  power  of  the  transferor  to  remove  the  building 
would  "plunge  the  [parties']  agreement  into  inconsistency  and 
confusion." 

The  California  Supreme  Court  held  similarly  in  Bomberger  v. 
McKelvey,  35  Cal.  2d  607,  618-19  (1950),  that  a  demolition 
contract  contemplating  that  title  to  the  building  would  pass  as  the 
building  was  severed  from  the  land  was  to  be  construed  as  if  legal 
title  had  passed  with  the  agreement  because  of  the  contractor's 
"right  to  specific  performance  of  the  agreement  and  thereby  to 
acquire  legal  title." 

In  this  case  a  transfer  of  rights  equivalent  to  ownership  of  the 
old  convent  was  clearly  needed  to  give  the  Bishop  the  complete 
control  he  needed  to  carry  out  the  parties'  program  of  demolition 
and  construction.  If  the  Sisters  had  retained  any  color  or  sem- 
blance of  right  (however  ill-founded  in  light  of  their  Agreement) 
to  interfere  with  the  demolition  of  the  building  by  the  Bishop 
and  the  contractual  arrangements  which  he  had  made,  not  only 
the  Agreement  of  April  20,  1964,  but  the  construction  contract 
and  the  subcontract  as  well  would  have  been  plunged  into  "in- 
consistency and  confusion." 
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Accordingly,  we  submit  that  the  question  of  title  was  immate- 
rial because  all  the  incidents  of  ownership  and  possession  were 
in  the  Bishop,  subject  to  the  salvage  rights  of  the  subcontractor, 
at  the  time  of  the  fire.  To  the  extent  that  the  trial  court  based 
its  finding  of  an  insurable  interest  on  the  Sisters'  "legal  title,"  its 
decision  was  therefore  in  error. 

3.      The  Sisters'  Agreement  PrecEuded  Them  from  Suffering  a  Loss  and  Did  Not 
Indemnify  Them  "Collaterally"  for  a  Loss  Already  Suffered. 

Referring  to  the  case  of  Hughes  v.  'Potomac  Ins.  Co.,  199  C.A. 
2d  239,  249-51  (1962),  the  court  stated  that  the  Agreement  be- 
tween the  Bishop  and  the  Sisters  for  building  the  new  convent 
and  demolishing  the  insured  building  constituted  a  "collateral 
benefit"  to  the  Sisters  and  was  irrelevant  to  the  insurance  com- 
pany's obligation. 

The  Hughes  decision  did  not  deal,  as  this  case  does,  with  the 
relevance  of  events  occurring  prior  to  any  loss  of  the  insured.  In 
Hughes  a  landslide  caused  by  heavy  rainfalls  dislodged  a  huge 
block  of  earth  beneath  the  plaintiff's  house,  depriving  it  of  sub- 
jacent and  lateral  support.  Subsequently  the  Contra  Costa  County 
Flood  Control  District,  at  no  cost  to  plaintiff,  restored  the  damage 
and  stabilized  the  soil,  returning  the  property  to  its  condition 
before  the  slide.  The  court  held  that  the  company  could  not  take 
advantage  of  the  Flood  District's  action  to  avoid  its  own  liability 
since  "an  insurer  is  not  entitled  to  the  benefit  of  the  fact  that  the 
insured's  loss  has  been  cured  by  the  act  of  a  third  party,  .  .  ." 

The  Hughes  case  and  the  various  decisions  cited  therein  deal 
with  events  occurring  subsequent  to  the  fire.  For  the  courts  in 
those  cases  to  have  determined  the  insurer's  liability  with  refer- 
ence to  such  events  would  have  violated  the  cardinal  principle 
that  the  existence  of  an  insurable  interest  and  the  obligation  of 
the  company  are  to  be  determined  as  of  the  time  of  the  loss.  See 
Greco  v.  Oregon  Mut.  Fire  Ins.  Co.,  191  C.A. 2d  674,  686  (I96l); 
Calif.  Ins.  Code  §  286. 
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Such  cases  of  post-facto  indemnification  are  not  comparable 
in  any  respect  to  the  present  one,  where  tlie  rights  of  the  parties 
are  based  entirely  on  events  occurring  before,  not  after,  the  fire. 
The  question  in  this  case  is  not  whether  the  Sisters'  loss  was 
"cured"  or  indemnified  after  it  had  occurred,  but  whether  they 
suffered  any  pecuniary  loss  from  the  old  convent's  destruction 
in  the  first  place.  The  evidence  shows  that  they  did  not,  for  before 
the  fire  occurred  the  Bishop  had  built  them  a  new  convent  which 
they  were  already  occupying,  thus  obviating  any  possibility  of  a 
pecuniary  loss  from  the  old  building's  premature  destruction. 

4.      There  Was  No  Basis  for  the  Court's  Assumption  of  a  "Change  of  Arrange- 
ments with  the  Bishop." 

The  trial  court  also  concluded  that  "the  building  still  had  an 
insurable  potential  use  and  value  to  the  Sisters  so  long  as  it  stood 
in  place  and  in  the  event  of  change  of  arrangements  with  the 
Bishop  for  any  reason  .  .  .",  but  it  did  not  spell  out  any  possible 
"change  of  arrangements"  or  explain  its  citation  of  Bomber ger 
V.  McKehey,  35  Cal.2d  607,  613-14  (1950)  at  this  point.  To 
some  extent  the  court's  statement  merely  appears  to  reiterate  its 
position  that  plaintiff's  arrangements  with  the  Bishop  were  irrele- 
vant, for  it  went  on  to  term  a  change  in  such  arrangements  as  "a 
matter  with  which  the  defendant  company  would  have  no  legal 
concern." 

It  would  be  more  accurate  to  term  such  a  "change  of  arrange- 
ments" as  a  matter  with  which  none  of  the  parties  has  any 
legal  concern  in  this  case.  The  evidence  did  not  even  hint  at  such 
a  change.  The  testimony  of  the  Sisters  themselves  showed  affirm- 
atively that  no  such  change  had  ever  been  made,  or  even  con- 
templated, to  the  time  of  the  fire.  Tr.  39-41.  Consequently,  the 
court's  assumption  of  such  a  change  was  without  any  foundation 
in  fact,  and  violated  the  principle  that  insurable  interest  is  to  be 
determined  according  to  the  facts  and  circumstances  obtaining  at 
the  time  of  the  fire,  not  on  the  basis  of  what  may  or  may  not 
happen  at  some  time  in  the  future. 
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The  hypothesis  of  a  possible  modification  of  the  parties'  Agree- 
ment before  the  fire  was  inherently  implausible,  considering  that 
no  such  modification  had  occurred  to  that  time  and  that  only  a 
matter  of  days,  if  that  much,  remained  before  the  building  was 
totally  demolished.  Even  the  free  exercise  of  imagination  does  not 
readily  bring  to  mind  any  conceivable  reason  for  the  parties  to 
modify  their  Agreement  at  this  point,  unless  it  be  the  far-fetched 
possibility  of  a  sudden  fire  in  the  new  convent  that  the  court  also 
offered  in  justification  of  its  holding  that  the  old  convent  had  full 
cash  value  to  the  Sisters  at  the  time  of  the  fire.  We  deal  with  this 
conjectural  basis  of  value  at  some  length  in  Part  II  of  this  Argu- 
ment and  will  not  anticipate  the  discussion  at  this  point,  except  to 
state  that  the  improbability  of  such  an  hypothesis  is  not  dimin- 
ished by  the  frequency  of  its  employment. 

The  purpose  of  the  court's  citation  to  Bomberger  v.  McKelvey, 
35  Cal.2d  607,  613-14  (1950)  in  the  context  of  a  possible  "change 
of  arrangements"  with  the  Bishop  is  somewhat  difficult  to  dis- 
cern. The  Bomberger  case  held  that  a  demolition  contractor  had 
the  right  to  specific  performance  of  a  demolition  contract  giving 
him  salvage  rights  to  the  building  in  question,  and  an  irrevocable 
license  to  enter  the  defendant's  land  in  order  to  perform  his  con- 
tract. There  is  nothing  in  the  pages  of  that  opinion  cited  by  the 
trial  court  that  lends  any  basis  whatever  to  its  assumed  "change 
of  arrangements,"  except  for  an  introductory  statement  by  the 
Supreme  Court  of  the  general  rule  that  "either  party  to  an  execu- 
tory contract  has  the  power  to  stop  performance  of  the  contract 
by  giving  notice  or  direction  to  that  effect,  subjecting  himself  to 
liability  for  damages  .  .  ."  Ibid.  The  Supreme  Court  found  that 
rule  inapplicable  to  the  Agreement  before  it  in  the  Bomberger 
case.  Here  it  was  certainly  inapplicable  because,  at  the  time  of  the 
fire,  the  Agreement  of  April  20,  1964,  as  it  related  to  the  old 
convent,  was  anything  but  an  executory  contract.  Our  analysis 
above  shows  that  it  had  been  substantially  performed  by  both  of 
the  parties  thereto,  and  that  the  Sisters'  performance — the  relevant 
performance — was  complete.  See  pages  17-21,  supra. 
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The  question  of  possible  breach  of  contract  is,  in  any  case,  be- 
side the  point,  because  it  is  well  established  that  the  courts  do 
not  routinely  speculate  on  whether  parties  will  honor  their  con- 
tractual obligations  and  on  what,  if  anything,  the  courts  will  do 
about  it  if  they  do  not.  Rather,  the  courts  will  always  presume 
that  parties  enter  into  binding  contractual  obligations  in  good  faith 
with  the  intention  that  they  will  be  fully  performed,  not  broken 
or  modified  by  a  "change  of  arrangements"  detrimental  to  other 
parties  holding  related  contract  rights.  ^^.5".  v.  Maryland  Cas.  Co., 
54  F.Supp.  290,  291  (W.D.  La.  1944),  aff'd  l47  F.2d  423  (5tl-i 
Cir.  1945);  Marine  Midland  Trust  Co.  v.  Allegheny  Corp.,  28 
F.Supp.  680,  683  (S.D.N.Y.  1939);  Calif.  Civil  Code  §3545; 
see  lA  CoRBiN  on  Contracts  §§  182,  259  at  p.  A6y64  (1963). 
Here  there  was  absolutely  no  basis  in  the  evidence  for  departing 
from  this  presumption. 

An  analogous  line  of  speculation  was  rejected  in  Board  of  Educ. 
V.  Hartford  Fire  Ins.  Co.,  124  W.  Va.  163,  19  S.W.2d  448,  451 
(1942),  a  decision  we  discuss  more  fully  in  Part  II  of  this  Argu- 
ment, infra.  There  the  plaintiff  school  board  had  entered  into  a 
binding  contract  for  demolition  of  an  insured  school  building  and 
had  given  notice  that  it  would  surrender  possession  of  the  build- 
ing for  demolition  on  a  date  certain,  a  few  days  prior  to  which  it 
was  destroyed  by  fire.  The  court  held  that: 

Until  there  is  a  showing  indicating  the  contrary  purpose, 
it  may  be  supposed,  as  a  matter  of  fact,  that  all  enforceable 
contracts,  particularly  those  of  a  public  body,  the  members 
of  which  are  presumed  to  properly  discharge  their  public 
duty,  will  be  substantially  performed.  True,  if  the  board  had 
been  found  guilty  of  improper  conduct,  the  P.W.A.  grant 
could  have  been  withdrawn,  but  that  withdrawal  was  only 
a  future  possibility,  not  an  existing  circumstance. 

How  much  more  forceful  is  the  presumption  of  due  performance 
in  this  case,  where  possession  of  the  building  had  already  been 
given  to  the  subcontractor  and  the  "change  of  arrangements"  that 
the  court  envisioned  would  have  required  a  retaking  of  such  pos- 
session and  not  merely  an  anticipatory  repudiation  of  the  Sisters' 
Agreement. 
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F.      THE   COURT   BELOW   ERRED   IN    DECIDING  THE   ISSUE  OF  INSURABLE 
INTEREST  IN   SUMMARY  PROCEEDINGS. 

On  motion  of  plaintiff  for  summary  judgment,  the  court  below 

determined  before  trial  that  plaintiff  had  title  to,  and  an  insurable 

interest  in,  the  old  convent  on  the  date  of  the  fire.  R.  80.  The 

court's  order,  as  later  modified  on  motion  of  defendant,  R.  83, 

adjudicated  inter  alia  as  "facts  not  in  controversy  and  duly  estab- 

hshed"  that: 

1.  Plaintiff  had  an  insurable  interest  in  the  old  convent  on 
the  date  of  the  fire  (R.  81,  ^  3); 

2.  Plaintiff  had  not  assigned  its  title  to,  or  interest  in,  the  old 
convent  or  the  real  property  on  which  it  stood  to  the  Roman 
Catholic  Bishop  of  Oakland  or  to  any  other  person  as  of  the  date 
of  the  fire  {Ihid,  ^  4) ; 

3.  Plaintiff's  Agreement  with  the  Bishop  dated  April  20,  1964, 
and  the  contracts  for  demolition  of  the  old  convent  subsequently 
entered  into  by  the  Bishop  and  others  acting  for  him,  did  not 
affect  plaintiff's  legal  title  to  the  old  convent  and  the  real  prop- 
erty, or  defeat  plaintiff's  insurable  interest  therein  {Ihid,  5  5,  6); 

4.  The  only  issues  remaining  for  adjudication  at  trial  were: 

(a)  plaintiff's  compliance  with  the  policy's  terms  and  conditions; 

(b)  the  extent  of  physical  damage  to  the  building;  and  (c)  the 
amount  of  damages,  if  any,  to  which  plaintiff  was  entitled  under 
the  policy.  (R.  83-84) 

The  final  pretrial  conference  order,  which  governed  the  sub- 
sequent proceedings  and  the  trial  of  the  case,  adopted  as  "facts 
not  in  controversy  and  .  .  .  duly  established"  each  and  every  point 
determined  in  the  summary  judgment  proceedings.  R.  85-87. 

Summary  adjudication  of  the  insurable  interest  issue  was  clearly 
error.  The  finding  that  the  Sisters  had  "legal  title"  to  the  old 
convent  did  not  establish  that  the  Sisters  had  an  insurable  interest 
in  the  building,  as  we  have  shown  above  at  pages  22-26.  That 
discussion  also  shows  that  the  location  of  title  to  the  old  convent  on 
the  date  of  the  fire  was  itself  a  fact  that  could  not  be  determined 
summarily.  Nor  could  the  court  determine  the  effect  of  the  Sisters' 
Agreement  with  the  Bishop  and  the  related  contracts  for  demoli- 
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tion  without  considering,  in  addition  to  the  bare  terms  of  the 
agreements,  the  conduct  of  the  parties  and  the  other  surrounding 
factual  circumstances.  "[T]he  construction  placed  upon  the  in- 
strument by  the  parties  themselves  is  persuasive;  the  law  recog- 
nizes that  the  practical  construction  made  by  them  is  persuasive 
of  what  they  intended."  E.g.,  Long  Beach  Drug  Co.  v.  United  Drug 
Co.,  13  Cal.2d  158,  166-67  (1939);  U.S.  v.  Hensler,  125  F.  Supp. 
887,  894  (S.D.  Calif.  1954).  Here  the  parties'  performance  under 
the  agreements;  i.e.,  their  practical  construction,  was  of  great 
importance  to  an  assessment  of  the  Sisters'  position  vis-a-vis  the 
old  convent  on  the  date  of  the  fire.  See  pages  17-21  supra.  Yet 
the  court  determined  the  effect  of  these  contracts  by  considering 
only  their  terms,  thus  treating  them  as  if  they  were  purely  ex- 
ecutory agreements. 

The  court  further  ignored  the  competing  factual  inferences 
drawn  by  the  parties  from  the  terms  of  the  contracts,  and  limited 
its  inquiry  to  whether  the  documents  purported  to  accomplish  a 
transfer  or  change  of  the  Sisters'  interest  in  the  old  convent  in  so 
many  words.  The  conflicting  inferences  deducible  from  the  agree- 
ments were  properly  to  be  examined  in  a  trial  at  which  the  parties' 
intentions  and  understandings  of  the  situation  could  be  fully  ex- 
plored in  oral  testimony  and  cross-examination.  S.  J.  Groves  & 
Sons  Co.  V.  Ohio  Turnpike  Comm.,  315  F.2d  235,  237-38  (6th 
Cir.  1963)  cert,  denied  357  U.S.  824  (1963);  American  Fid.  & 
Cas.  Co.,  Inc.  v.  London  &  Edinburgh  Ins.  Co.,  354  F.2d  214, 
216  (4th  Cir.  1965). 

On  this  appeal,  defendants'  contentions  as  to  the  reasonable 
inferences  from  the  agreements  must  be  taken  as  true.  Entin  v. 
City  of  Bristol,  368  F.2d  695,  697  (2d  Cir.  1966).  Given  the 
precedent  of  Smith  v.  Jim  Dandy  Markets,  Inc.,  Ill  F.2d  6l6, 
618  (9th  Cir.  1949),  discussed  supra  at  page  25,  it  was  hardly 
unreasonable  for  defendant  to  contend  that  the  Sisters'  Agree- 
ment with  the  Bishop,  coupled  with  the  Bishop's  contracts  con- 
cerning the  old  convent,  should  be  construed  to  divest  the  Sisters 
of  their  insurable  interest  in  the  building.  The  court  therefore 
erred  in  ruling  summarily,  before  hearing  the  testimony  of  the 
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parties  to  any  of  the  agreements,  that  those  agreements  and  the 
acts  done  under  them  had  no  effect  on  the  Sisters'  insurable  in- 
terest. 

This  error  was  not  cured  by  the  trial  court's  separate  findings 
of  fact  and  conclusions  of  law  regarding  insurable  interest.  The 
final  pretrial  conference  order  precluded  defendant  from  litigating 
the  question  of  insurable  interest.  Defendant  understandably  pre- 
pared and  presented  its  case  in  acquiescence  to  this  order.  The 
trial  court  did  not  question  or  set  aside  the  summary  adjudication, 
and  defendant  was  not  given  notice  that  the  question  would  be 
reopened.  The  court  merely  overruled  the  objections  of  plaintiff's 
counsel  to  the  admission  of  the  Sisters'  Agreement  with  the 
Bishop  and  to  related  testimonial  and  documentary  evidence,  all 
of  which  evidence  was  independently  admissible  on  the  question 
of  plaintiff's  damages.  This  procedure  fell  far  short  of  guaran- 
teeing to  defendant  the  full  day  in  court  to  which  it  was  entitled 
on  the  question  of  insurable  interest.  It  gave  the  court  below  a 
second  chance  to  amplify  and  shore  up  the  findings  that  had  been 
made  in  the  summary  proceedings,  without  giving  defendant  a 
corresponding  chance  to  dispute  them. 

G.     SUMMARY    OF    DEFENDANT'S    POSITION    THAT    PLAINTIFF    HAD    NO 
INSURABLE  INTEREST  ON  THE  DATE  OF  THE  FIRE. 

Defendant  contends  that  the  trial  court  erred  in  holding  that 
plaintiff  had  an  insurable  interest  in  the  old  convent  at  the  time 
of  the  fire.  The  crucial  point  is  not  whether  plaintiff  had  "legal 
title"  to  the  building,  whether  there  might  still  have  been  a 
"change  of  arrangements"  under  plaintiff's  binding  Agreement 
for  demolition,  or  whether  the  subcontractor  had  completed  all 
of  his  demolition  work  at  the  time  of  the  fire.  The  true  question 
is  whether,  after  determining  to  abandon  the  building,  executing 
the  Agreement  authorizing  the  Bishop  to  contract  for  its  demoli- 
tion, moving  into  the  new  convent  built  and  furnished  for  them 
by  the  Bishop,  auctioning  off  the  furnishings  and  fixtures  in  the 
old  building,  permitting  the  substantial  removal  of  these  fur- 
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nishings  and  fixtures  and  the  disconnection  of  the  building's 
utihties,  vacating  the  old  building,  and  turning  over  possession 
to  the  subcontractor  for  demolition,  the  Sisters  had  any  pecuniary 
interest  in  the  preservation  of  what  was  then  left  of  the  building. 
The  evidence  proved  conclusively  that  they  had  no  such  interest, 
could  not  suffer  a  pecuniary  loss  from  the  "building's"  destruc- 
tion, and  therefore  had  no  insurable  interest  in  the  old  convent. 

II.  The  Proper  Method  for  Determining  "Actual  Cash  Value" 
Was  the  "Broad  Evidence"  Test  Permitting  Full  Consideration 
of  All  Relevant  Circumstances  Affecting  the  Building's  Value 
to  the  Insured. 

A.     CALIFORNIA  LAW  REQUIRES  THAT  THE  DETERMINATION  OF  "ACTUAL 
CASH    VALUE"    BE    PREDICATED    ON    THE   PRINCIPLE    OF    INDEMNITY. 

This  case  calls  for  interpretation  of  the  phrase  "actual  cash 
value"  as  used  in  the  standard  form  of  fire  insurance  policy 
prescribed  by  Section  2071  of  the  California  Insurance  Code, 
and  in  the  policy  sued  on  by  plaintiff. 

The  Code  section  and  the  policy  involved  in  this  case  pro- 
vide for  insurance: 

to  the  extent  of  the  actual  cash  value  of  the  property  at 
the  time  of  loss,  but  not  exceeding  the  amount  which  it 
would  cost  to  repair  or  replace  the  property  with  material 
of  like  kind  and  quality  within  a  reasonable  time  after  such 
loss,  without  allowance  for  any  increased  cost  of  repair  or 
reconstruction  by  reason  of  any  ordinance  or  law  regulat- 
ing construction  or  repair,  .  .  .  nor  in  any  event  for  more 
than  the  interest  of  the  insured,  .... 

Although  California  enacted  the  standard  form  of  policy  in 
1949,  the  California  courts  have  yet  to  prescribe  any  general  rule 
for  the  determination  of  "actual  cash  value"  thereunder.  The 
absence  of  such  a  rule  is  confirmed  by  the  authorities  collecting 
interpretations  of  "actual  cash  value"  from  the  courts  of  all 
states.  Such  authorities  were  relied  on  exclusively  by  the  court 
below  in  prescribing  replacement  cost  less  depreciation  as  the 
measure  of  "actual  cash  value"  in  this  case.  R.  153.  An  examina- 
tion of  these  authorities  shows,  however,  that  the  only  California 


34 

decision  they  refer  to  is  that  of  the  District  Court  of  Appeal  in 
Hughes  V.  Potomac  Ins.  Co.,  199  C.A.2d  239,  253  (1962),  dis- 
cussed in  a  different  context  supra  at  p.  26.  That  decision  up- 
holds the  criterion  of  market  value,  in  situations  "where  property 
is  of  such  nature  that  its  market  value  can  be  readily  determined, 
.  .  ."  Neither  by  expression  nor  implication  does  it  uphold  replace- 
ment cost  (less  depreciation)  as  the  proper  yardstick  of  "actual 
cash  value"  in  California. 

Since  the  California  courts  have  not  yet  prescribed  a  method 
for  determining  the  "actual  cash  value"  of  property  that  does 
not  have  a  readily  determinable  market  value,  the  question  in 
this  case  is  of  first  impression  in  California,  The  basic  principles 
of  California  insurance  law,  to  which  we  now  turn,  are  of  con- 
trolling  importance   in    the    resolution   of   this   question. 

The  purpose  of  an  insurance  contract  is  "to  indemnify  another 
against  loss,  damage  or  liability  .  .  .  ."  Calif.  Ins.  Code  §  22. 
"This  [indemnity]  principle  underlies  the  contract,  and  it  can 
never,  without  violence  to  its  essence  and  spirit,  be  made  by 
the  assured  a  source  of  profit,  its  sole  purpose  being  to  guarantee 
against  loss  or  damage  .  .  .  The  very  meaning  of  the  term 
"indemnity"  excludes  all  idea  of  profit  to  the  insured."  Davis 
V.  Phoenix  his.  Co.,  Ill  Cal.  409,  415  (1896).  It  is  a  com- 
mandment that  "the  insured  is  entitled  to  recover  .  .  .  only  such 
loss  as  he  has  actually  sustained,  .  .  .  ,"  Whitney  Estate  Co.  v. 
Northern  Assur.  Co.  of  London,  155  Cal.  521,  524  (1909). 

The  cardinal  principle  of  indemnity  is  carried  into  the  law 
of  damages  by  California  Insurance  Code,  Section  284,  declaring 
in  pertinent  part  that: 

[T]he  measure  of  an  insurable  interest  in  property  is 
the  extent  to  which  the  insured  might  be  damnified  by 
loss  or  injury  thereof. 

It  is  also  carried  into  Section  2071,  the  insuring  clause  of  the 
standard  form  of  policy  that  is  to  be  interpreted  in  this  case. 
This  point  was  underscored  in  the  recent  case  of  Breshears  v. 
Indiana  Lumbermens  Mut.  Ins.  Co.,  256  A.C.A.  265,  268  (1967), 


35 

where  the  lower  court  had  held  Section  2071  unconstitutional  be- 
cause it  specifically  excludes  from  "actual  cash  value"  any  costs 
of  complying  with  ordinances  regulating  reconstruction  or  repair. 
The  District  Court  of  Appeal  reversed,  holding  that: 

The  rationale  of  the  decision  completely  ignores  one  of 
the  traditional  concepts  of  fire  insurance  which  is  to  indem- 
nify or  compensate  the  insured  for  the  actual  loss  which 
he  has  sustained  and  not  necessarily  to  place  him  in  a  better 
position  than  he  was  in  at  the  time  of  the  fire. 

In  support  of  this  statement  the  court  cited  McAnamey  v.  Newark 
Fire  Ins.  Co.,  lAl  N.Y.  176,  159  N.E.  902  (1928),  a  case  that 
we  will  shortly  consider. 

B.      THE    "BROAD    EVIDENCE"    TEST    OF    ACTUAL    CASH    VALUE    IS    BEST 
SUITED  TO  THE  ACHIEVEMENT  OF   INDEMNITY   IN   ALL  CASES. 

Courts  and  commentators  have  recognized  for  some  time  that 
use  of  an  inflexible  formula  for  determining  "actual  cash  value" 
does  not  reliably  assess  the  actual  extent  of  an  insured's  loss 
in  all  cases.  The  kinds  of  property,  the  conditions  and  possi- 
bilities of  its  use,  its  relation  to  the  insured,  and  other  related 
circumstances  are  all  too  variable  for  the  application  of  a  fixed 
standard  to  result  consistently  in  neither  profit  nor  loss,  but 
indemnity,  to  the  insured. 

Thus  the  traditional  tests  of  market  value  and  replacement 
cost  (less  depreciation),  which  once  competed  for  supremacy, 
have  increasingly  been  discarded  as  exclusive  indices  of  actual 
cash  value,  notably  in  states  which  hold  to  the  indemnity  theory 
of  insurance  contracts.  E.g.,  Eagle  Fire  Co.  v.  Snyder,  392  F.2d 
570,  571  (10th  Cir.  1968)  (Oklahoma  law);  Lampe  Market 
Co.  V.  Alliance  Ins.  Co.,  71  S.D.  120,  22  N.W.2d  427,  428-29 
(1946);  Grantham  v.  Farmers  Mut.  Ins.  Co.,  11 A  Neb.  790,  119 
N.W.2d  519,  521-22  (1963);  Pinet  v.  New  Hampshire  Fire 
Ins.  Co.,  100  N.H.  346,  126  A.2d  262  (1956).  In  place  of  these 
rigid  formulae,  the  courts  have  adopted  a  more  inclusive  and 
flexible  test  of  "actual  cash  value"  known  as  the  "broad  evi- 
dence rule.  See  61  A.L.R.2d  718;  15  Couch  on  Insurance  2d 
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§  54.137  (1966).  This  rule  requires  that  the  trier  of  fact  consider 

all  evidence  which  logically  tends  to  a  correct  estimate  of  "actual 

cash  value"  for  the  property  in  question. 

The  origins  and  justification  of  this  rule  are  lucidly  stated  in 

the  Pinet  opinion : 

[W]e  are  impressed  with  what  might  be  denominated 
a  third  rule  which  has  received  support  in  New  York, 
Massachusetts  and  South  Dakota,  ....  In  these  jurisdic- 
tions neither  market  value  nor  replacement  cost  is  an  ex- 
clusive test.  Evidence  of  both  market  value  and  replacement 
cost  with  depreciation  may  be  introduced  as  evidence  of 
actual  cash  value.  These  jurisdictions  stress  the  fact  that 
variations  in  the  types  of  property  and  the  conditions  under 
which  they  are  destroyed  prevent  the  adoption  of  any 
single  test  for  all  cases.  The  objective  in  these  cases  is  to 
see  that  the  insured  should  incur  neither  economic  gain 
nor  loss  if  he  is  adequately  insured  and  suffers  partial  fire 
loss .... 

In  adopting  this  third  rule  in  this  state,  which  has 
worked  successfully  elsewhere,  we  are  fortified  by  the  au- 
thoritative conclusions  of  Bonbright  and  Katz,  Valuation 
of  Property  to  Measure  Fire  Insurance  Losses,  29  Col.L.Rev. 
857,  899.  'In  general  we  conclude  that  the  opinions  of  the 
courts,  especially  of  the  appellate  courts,  have  shown  an 
increasing  desire  to  make  the  measure  of  recovery  for  fire 
insurance  losses  correspond  to  the  actual  loss  sustained  by 
the  insured  in  view  of  all  the  circumstances  of  the  case.  To 
put  the  matter  in  other  words,  the  courts,  when  faced  with  a 
choice  between  applying  some  standardized  rigid  rule  such 
as  replacement  cost  minus  physical  depreciation  or  of  adopt- 
ing some  more  flexible  test  which  can  be  modified  in  such  a 
way  as  to  accord  more  nearly  with  the  principle  of  indemnity, 
have  generally  preferred  the  latter  alternative  even  though 
it  has  involved  the  sacrifice  of  administrative  convenience 
and  of  simplicity.'  126  A. 2d  at  265.  (Emphasis  added.) 

The  spearhead  of  the  movement  away  from  the  stereotyped 
approaches  to  "actual  cash  value"  was  the  decision  of  the  New 
York  Court  of  Appeals  in  McAnarney  v.  Newark  Fire  Ins.  Co., 
247  N.Y.  176,  159  N.E.  902  (1928).  There  the  court  was  con- 
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cerned  with  the  New  York  standard  form  of  fire  insurance  poi- 
icy,  providing  for  payment  of  "actual  cash  value"  in  terms  iden- 
tical to  those  of  the  policy  in  this  case.  The  insured  building 
had  been  designed  and  once  used  for  manufacturing  malt,  but 
was  not  employed  for  any  purpose  at  the  time  of  the  fire  be- 
cause of  passage  of  the  Volstead  Act.  The  New  York  Court 
of  Appeals  found  that  the  market  value  test  was  not  appropri- 
ate because  the  building  had  no  ready  market,  and  held  that 
the  building's  replacement  cost  was  an  equally  improper  measure 
of  its  actual  cash  value: 

We  do  not  agree  with  the  plaintiff  that,  under  the  standard 
clause,  the  sole  measure  of  damage  was  cost  of  reproduc- 
tion less  physical  depreciation.  The  words  'not  exceeding  the 
amount  which  it  would  cost  to  repair  or  replace  the  same 
with  material  of  like  kind  and  quality  within  a  reasonable 
time  after  such  loss  or  damage,'  afford  no  remedy  to  the 
assured.  They  merely  express  a  privilege  granted  to  the 
insurer  ....  This  provision,  while  it  doubtless  compre- 
hends cost  of  reproduction  does  not  restrict  the  field  of  in- 
vestigation to  such  cost  or  provide  that,  with  depreciation, 
it  shall  constitute  an  exclusive  measure  of  recovery.  159 
N.E.  at  904.  (Emphasis  added.) 

The  court  then  formulated  its  "broad  evidence"  test  of  "actual 

cash  value"  in  these  terms: 

Indemnity  is  the  basis  and  foundation  of  all  insurance 
law  ....  To  insure  is  'to  guarantee  or  secure  indemnity 
for  future  loss  or  damage.'  .  .  .  Where  insured  buildings 
have  been  destroyed,  the  trier  of  fact  may,  and  should,  call 
to  its  aid,  in  order  to  effectuate  complete  indemnity,  every 
fact  and  circumstance  which  would  logically  tend  to  the 
formation  of  a  correct  estimate  of  the  loss.  It  may  consider 
original  cost  and  cost  of  reproduction;  the  opinions  upon 
value  given  by  qualified  witnesses;  the  declarations  against 
interest  which  may  have  been  made  by  the  assured;  the 
gainful  uses  to  which  the  buildings  might  have  been  put; 
as  well  as  any  other  fact  reasonably  tending  to  throw  light 
upon  the  subject.  159  N.E.  at  905. 
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The  McAnamey  decision  thus  makes  explicit  that  the  doc- 
trinal underpinning  of  the  "broad  evidence  rule"  is  the  principle 
of  indemnity;  its  objective  is  "to  see  that  the  insured  should  incur 
neither  economic  gain  nor  loss."  Pinet  v.  New  Hampshire  Fire 
Ins.  Co.,  quoted  supra,  at  page  36. 

C.  IN  THE  ABSENCE  OF  A  CONTROLLING  CALIFORNIA  DECISION  THE 
TRIAL  COURT  WAS  OBLIGED  BY  THE  PRINCIPLES  OF  CALIFORNIA 
INSURANCE  LAW  TO  ADOPT  THE  BROAD  EVIDENCE  TEST  AS  THE 
METHOD   MOST  LIKELY  TO  ACHIEVE   INDEMNITY. 

The  federal  courts  have  frequently  applied  the  broad  evidence 
test  to  determine  "actual  cash  value"  since  the  test  w^as  first  for- 
mulated by  the  New  York  Court  of  Appeal.  E.g.,  Eagle  Fire  Co.  v. 
Snyder,  supra,  392  F.2d  570;  Nebraska  Drillers,  Inc.  v.  West- 
chester Fire  Ins.  Co.,  123  F.  Supp.  678,  681  (D.  Colo.  1954); 
Wisconsin  Screw  Co.  v.  Fireman's  Fund  Ins.  Co.,  193  F.  Supp.  96, 
113-115  (E.D.  Wis.  1961),  aff'd  297  F.2d  697,  699-701  (7th  Cir. 
1962) ;  Harper  v.  Penn  Mut.  Fire  Ins.  Co.,  199  F.  Supp.  663,  664:- 
65  (E.D.  Va.  1961)  ;  see  Thorp  v.  American  Aviation  &  Gen' I  Ins. 
Co.,  212  F.2d  821,  825  n.  5  and  7  (3rd  Cir.  1954). 

More  importantly,  the  federal  courts  have  consistently  selected 
the  broad  evidence  test  to  apply  in  cases  where  state  law  does 
not  offer  authoritative  guidance  on  the  question. 

In  Harper  v.  Penn.  Mut.  Fire  Ins.  Co.,  supra,  the  District  Court 
held  that: 

In  the  absence  of  a  controlling  Virginia  decision,  this  Court 
adopts  the  broad  evidence  rule,  as  strict  adherence  to  either 
of  the  recognized  tests  of  "market  value'  or  'reproduction 
cost  less  depreciation'  will  merely  serve  to  shackle  the  trier 
of  fact  in  all  cases.  199  F.  Supp.  at  664. 

The  Court's  reason  for  rejecting  the  replacement  cost  test  was  of 

particular  relevance  to  the  facts  of  this  case: 

To  adopt  the  'reproduction  or  replacement  cost,  less  deprecia- 
tion' theory  may  well  result  in  an  inflated  value,  particularly 
where  the  specialized  use  of  property  has  been  abandoned 
or  otherwise  modified.  Id.  at  665. 
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In  Thorp  v.  American  Aviation  &  Gen'l  Ins.  Co.,  supra,  "the 
difficulty  presented  itself  that  .  .  .  research  had  failed  to  disclose 
a  New  Jersey  decision  defining  the  standard  of  proof  establishing 
'actual  cash  value.'  Under  the  circumstances  the  trial  judge  was 
constrained  to  resort  to  general  applicable  principles  to  reach  a 
conclusion  consistent  with  New  Jersey  law."  212  F.2d  at  825  n.5. 
The  trial  judge  did  so,  and  charged  the  jury  in  terms  quoted  almost 
verbatim  from  the  McAnarney  opinion.  The  Third  Circuit  affirmed 
this  charge. 

Finally,  in  Wisconsin  Screw  v.  Fireman's  Fund  Ins.  Co.,  supra, 
the  District  Court  made  an  intensive  review  of  the  authorities  and 
concluded  that: 

[T}he  Supreme  Court  of  Wisconsin,  were  it  called  upon  to 
define  those  factors  for  the  first  time,  would,  as  did  the 
Supreme  Court  of  New  Hampshire  in  the  Pinet  case,  note 
that  the  recent  opinions  of  the  courts,  especially  of  the  appel- 
late courts  have  adopted  the  'broad  evidence  rule'  of  the 
McAnarney  case  as  the  method  most  likely  to  effectuate  in- 
demnity. 193  F.  Supp.  at  115.  (Emphasis  added.) 

The  Seventh  Circuit  approved  and  affirmed  this  holding. 

These  decisions  show  that  it  was  the  duty  of  the  trial  court 
to  resort  to  general  applicable  principles  to  reach  a  conclusion 
consistent  with  California  law.  Thorp  v.  American  Aviation  & 
Gen'l  Ins.  Co.,  supra.  This  the  court  could  not  do  without  recog- 
nizing that  the  principle  of  indemnity  is  paramount  in  the  insur- 
ance law  of  California.  See  Part  II- A,  supra,  at  pages  33-35. 
Accordingly,  it  was  the  trial  court's  clear  obligation  to  adopt  the 
broad  evidence  rule  as  "the  method  most  likely  to  effectuate  in- 
demnity," Wisconsin  Screw  Co.  v.  Fireman's  Fund  Ins.  Co.,  supra, 
and  least  likely  to  result  in  an  inflated  value.  Harper  v.  Penn.  Mut. 
Fire  Ins.  Co.,  supra. 

D.  THE  TRIAL  COURT  ERRED  IN  REJECTING  THE  BROAD  EVIDENCE  TEST 
AND  ADOPTING  REPLACEMENT  COST  AS  THE  SOLE  MEASURE  OF 
"ACTUAL  CASH  VALUE." 

The  trial  court  paid  lip  service  to  the  McAtiarney  decision  in  its 
opinion,  and  even  agreed  during  argument  that  there  were  three 
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possible  tests  for  determining  actual  cash  value.  Tr.  343.  But 
in  considering  the  evidence  and  arriving  at  judgment,  the  court 
relied  exclusively  on  evidence  of  the  building's  replacement  cost 
(less  depreciation)  to  determine  actual  cash  value  and  formulated 
its  rule  of  law  accordingly. 

The  court  conceded  in  its  opinion  that  the  phrase  "cost  to 
repair  or  replace"  as  used  in  Section  2071  is  "more  of  a  limitation 
on  the  insurer's  liability  than  a  substantive  measure  of  damages", 
and  that  "the  real  substantive  measure  of  damages  is  'actual  cash 
value'."  R.  152.  The  court  declined  to  credit  its  own  careful 
distinction,  however,  for  its  holding  was  that: 

"The  measure  of  recovery  for  a  building  loss  is  the  value  of 
the  building  as  it  stood  on  the  day  it  was  destroyed,  taking 
into  consideration  the  cost  of  rebuilding  or  repair  and  allow- 
ing for  the  difference  in  value  between  a  new  building  and 
the  condition  of  the  building  just  before  the  fire."  (R.  153). 

As  authority  for  this  statement  the  court  cited  only  general 
treatises,  none  of  which  refers  to  any  decisions  by  California 
courts  adopting  such  a  measure  of  recovery  under  §  2071  of  the 
Insurance  Code.  Indeed,  these  same  treatises  could  as  well  be  cited 
to  favor  application  of  the  broad  evidence  test.  See  45  C.J.S.,  In- 
surance §915,  p.  1012  at  n.  48-54;  61  A.L.R.  2d  711,  718-19, 
729-32. 

In  concluding  that  the  building  had  an  "actual  cash  value" 
of  $226,000  at  the  time  of  the  fire,  the  court  relied  expressly  on 
the  testimony  of  plaintiff's  two  appraiser  witnesses,  (R.  153), 
who,  in  the  court's  words,  "only  took  into  consideration  the  classic 
factors — replacement  cost,  depreciate  it,  period.  They  took  nothing 
else  into  consideration  whatsoever."  (Tr.  353.)  Conversely,  the 
Court  disregarded  the  testimony  of  defendant's  appraiser  con- 
cerning the  adverse  effect  on  the  building's  value  of  the  substan- 
tial costs  of  conforming  it  to  the  Code,  on  the  ground  that  "the 
witness  did  not  even  consider  the  cost  of  replacement  of  the  build- 
ing to  its  condition  as  it  stood  just  before  the  fire."  R.  154. 

Although  the  trial  court  admitted  the  evidence  offered  by  de- 
fendant on  the  question  of  value,  the  court's  opinion  shows  that 
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it  excluded  all  of  such  evidence  from  consideration  in  its  determi- 
nation of  the  property's  actual  cash  value.  Defendant's  position,  as 
stated  by  the  court,  was  that  the  "arrangements  between  the  Sisters 
and  the  Bishop  .  .  .  should  he  considered  .  .  ."  R.  155.  (emphasis 
added) .  After  stating  this  position,  the  court  rejected  it.  R.  155-59. 
Similarly,  the  court  recognized  that  the  lower  court  error  rectified 
in  the  McAnarney  decision  was  "to  exclude  consideration  of  the 
unusefulness  and  obsolescence  of  a  building  .  .  ."  R.  155.  After  so 
epitomizing  the  case,  the  court  distinguished  and  rejected  it  as 
authority.  R.  155-57. 

These  excerpts  show  that  the  court  did  not  consider  defendant's 
evidence  and  then  deny  it  effect  because  of  a  lack  of  credibility, 
probative  value  or  some  other  defect.  Rather,  the  court  did  not 
consider  the  evidence  at  all  because  the  evidence  was  irrelevant 
under  the  rule  that  the  court  adopted,  erroneously,  as  the  sole 
measure  of  recovery.  The  effect  was  as  if  the  court  had  permitted 
all  of  the  evidence  to  go  to  a  jury,  and  then  instructed  the  jury 
to  consider  nothing  other  than  the  evidence  of  replacement  cost 
and  depreciation  in  determining  the  amount  of  recovery.  Such  an 
instruction  would  be  reversible  error  as  clearly  violating  the  letter 
and  spirit  of  the  broad  evidence  test.  See  Sebring  v.  Fireman's  Ins. 
Co.,  237  N.Y.S.  120,  122;  (App.  Div.  1929);  Grantham  v. 
Farmers  Mut.  Ins.  Co.,  11 A  Neb.  790,  119  N.W.  2d  519,  521-22 
(1963).  The  court's  analagous  error  in  this  case  was  no  less 
reversible  for  the  jury's  absence. 

E.  THE  DECISION  IN  LAURENT  V.  CHATHAM  FIRE  INS.  CO.  RELIED  ON 
BY  THE  TRIAL  COURT  IS  INCOMPATIBLE  WITH  THE  LAW  OF  CALI- 
FORNIA. 

In  rejecting  the  McAnarney  decision  as  authority,  the  trial  court 
relied  on  Laurent  v.  Chatham  Fire  Ins.  Co.,  1  N.Y.  Super.  45  (1 
Hall  4l)  (1828) ,  a  case  decided  exactly  one  hundred  years  before 
the  McAfiarney  decision  by  a  New  York  City  court  of  general 
jurisdiction,  sitting  at  appellate  term.  Thus  the  trial  court  "dis- 
tinguished" the  McAnarney  case  on  the  basis  of  a  decision  that,  if 
inconsistent  with  McAnarney,  was  necessarily  overruled  by  it  under 
the  laws  of  New  York. 
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In  relying  on  the  Laurent  decision,  the  court  misapplied  not 
only  the  law  of  New  York  but,  more  to  the  point,  the  law  of 
California  as  well.  The  trial  court  should  have  disregarded  the 
Laurent  decision  because  it  is  based  on  a  fallacy  that  the  Cali- 
fornia courts  have  criticized  and  rooted  out  of  the  law  of  this 
state.  Furthermore,  in  a  closely  related  factual  situation,  the  Cali- 
fornia courts  reached  an  opposite  result  by  applying  the  principle 
of  indemnity  as  it  is  understood  in  California  rather  than  as  it 
was  erroneously  applied  in  Laurent. 

In  the  Laurent  case  the  insured  owned  a  building  situated  on 
land  to  which  he  held  a  lease  with  only  15  days  of  the  term  re- 
maining at  the  time  of  the  fire.  The  lease  had  an  option  to  renew, 
but  prior  to  the  fire  the  insured  had  not  given  the  required  notice 
or  otherwise  signified  his  intention  to  renew  the  lease.  The  de- 
fendant contended  that,  because  of  the  lease  and  the  facts  as 
they  stood  at  the  time  of  the  fire,  the  insured  should  receive  only 
the  value  of  the  building  for  the  purpose  of  removal.  The  court 
rejected  this  contention,  stating: 

The  judge  ruled  that  the  intrinsic  value  of  the  building  at 
the  time  was  the  true  measure  of  the  loss  within  the  meaning 
of  the  contract  of  indemnity,  and  we  concur  with  him  in  that 

opinion. 

*         *         * 

It  is  the  true  and  actual  value  of  the  tenement  itself  at 
the  time,  independently  of  its  location,  or  the  insecurity  of 
the  title  or  terms  by  which  it  is  held,  that  the  insurers  agree 
to  make  good  to  the  present  proprietor  in  case  the  loss  or 
damage  by  fire  happens  during  the  continuance  of  his  owner- 
ship, and  within  the  term  of  the  insurance.  It  is  of  no  im- 
portance whether  the  tenement  stands  upon  freehold  or  upon 
leasehold  ground,  or  whether  the  lease  is  about  expiring  or 
has  the  full  time  to  run,  when  the  fire  occurs,  or  whether 
it  is  renewable  or  not.  The  condition  of  the  policy  is  satisfied 
if  the  title  and  ownership  are  in  the  insured  at  the  time  of 
the  insurance,  and  at  the  time  of  the  loss,  and  the  measure 
of  his  indemnity  is  the  amount  of  his  interest  in  the  tenement 
when  destroyed  by  fire,  notwithstanding  that  the  whole  inter- 
est would  have  expired  the  very  next  day,  or  soon  after  the 
loss  occurred.  1  N.Y.  Super,  at  54,  56. 
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It  is  plain  that  the  Laurent  court  conceived  of  insurance  as  an 
I  indemnity  guaranteeing  to  the  insured  the  "intrinsic  value"  of  a 
building  or  other  object.  The  opinion  of  the  court  below  echoes 
this  viewpoint,  stating  that  "indemnity  to  the  insured  .  .  .  should 
not  be  made  to  depend  upon  the  special  and  peculiar  circumstances 
of  the  insured,  e.g.,  .  .  .  his  contracts  with  others  concerning  it  .  .  . 
as  distinguished  from  the  intrinsic  value  of  the  building  at  the 
time  of  loss."  R.  155. 

From  the  time  of  its  early  decision  in  Davis  v.  Phoenix  Ins.  Co., 
HI  Cal.  409  (1896)  to  the  present  day,  the  California  Supreme 
Court  has  consistently  pointed  out  the  fallacy  on  which  the  above 
viewpoint  is  based,  and  has  held  that  the  measure  of  indemnity 
under  an  insurance  contract  is  not  the  intrinsic  or  absolute  value 
of  some  object,  but  the  pecuniary  value  of  the  insured's  interest 
with  respect  to  that  object.  In  the  Davis  case,  the  Supreme  Court 
had  this  to  say: 

In  common  parlance,  we  speak  of  a  house  as  being  insured, 
but,  strictly  speaking,  it  is  not  the  house  but  the  interest  of 
the  owner  therein  that  is  insured,  and,  whether  that  interest 
is  founded  upon  a  legal  title,  an  equitable  title,  a  lien,  or  such 
other  lawful  interest  therein  as  will  produce  a  direct  and 
certain  pecuniary  loss  to  the  insured  by  its  destruction,  he 
has  an  insurable  interest  therein.  Ill  Cal.  at  4l4. 

Many  years  later,  in  Alexander  v.  Security-First  National  Bank, 
1  Cal. 2d  718,  723  (1936),  the  Court  reaffirmed  these  principles: 
Although  it  is  frequently  said  that  the  property  is  insured, 
this  is  inaccurate.  The  policy  is  not  an  insurance  of  the  spe- 
cific thing  without  regard  to  the  ownership,  but  is  a  special 
agreement  of  indemnity  with  the  person  insuring  against 
such  loss  or  damage  as  he  may  sustain.  (Emphasis  added) . 

The  concept  of  insurance  indemnity  embodied  in  these  cases 
I  remains  the  cornerstone  of  California  insurance  law  to  this  day: 
It  is  a  principle  of  long  standing  that  a  policy  of  fire  insur- 
ance does  not  insure  the  property  covered  thereby,  but  is  a 
personal  contract  indemnifying  the  insured  against  loss  re- 
sulting from  the  destruction  of  or  damage  to  his  interest  in 
that  property.  Russell  v.  Williams,  58  Cal.2d  487,  490 
(1962). 
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This  principle  is  concisely  expressed  in  the  standard  policy  pro- 
vision for  payment  of  "actual  cash  value,"  which  directs  that  such  ij 
payment  shall  in  no  event  be  "for  more  than  the  interest  of  the  j 
insured."  Calif.   Ins.  Code  §2071,  ^1.  ' 

As  these  authorities  show,  the  determination  "of  such  loss  or 
damage  as  [the  insured]  may  sustain"  is  not  a  determination  of 
a  building's  "intrinsic  value."  Nor  is  it  a  determination  of  its  i 
value  "as  a  building."  Cf.  R.  155.  It  is  an  inquiry  into  its  actual 
cash  value  to  the  insured — an  inquiry  that  cannot  sensibly  pro- 
ceed without  a  careful  consideration  of  the  insured's  relevant 
contracts  with  others  limiting  the  life  of  the  building  or  the  uses 
to  which  it  can  be  put.  These  undeniably  are  facts  that  "logically 
tend  to  the  formation  of  a  correct  estimate  of  such  loss  or  damage 
as  the  insured  may  sustain."  "  'Actual'  cash  value  will  not  be  ar- 
rived at  by  ignoring  such  realities."  Lampe  Market  Co.  v.  Alliance 
Ins.  Co.,  71  S.D.  120;  22  N.W.2d  427,  428-29  (1946). 

The  above  tenets  of  California  law  were  decisive  in  Sievers 
V.  Union  Assur.  Soc'y,  20  C.A.  250  (1912),  a  classic  factual  situa- 
tion for  applying  the  Laurent  decision  and  its  principles,  but  a 
case  in  which  the  District  Court  of  Appeal  decisively  rejected 
such  an  application.  The  plaintiff,  as  in  the  Laurent  case,  was  the 
owner  of  a  building  on  leased  ground  under  a  lease  having  a  full 
year,  not  a  mere  fifteen  days,  to  run  at  the  time  of  the  fire.  The 
lease  contained  no  privilege  of  renewal  and  provided  that  the 
building  would  revert  to  and  become  the  property  of  the  lessor  at 
its  termination.  Under  the  Laurent  case  the  insured  would  have 
been  entitled  to  the  "intrinsic  value"  of  the  building  as  the  meas- 
ure of  his  indemnity  for  its  loss.  The  insured's  "title  and  owner- 
ship" would  have  been  conclusive,  and  the  ground  lease  and  its 
provisions  would  have  been  wholly  irrelevant  as  a  collateral 
contract  with  another.  It  would  have  been  "of  no  importance 
whether  the  [building  stood]  upon  freehold  or  upon  leasehold 
ground,  or  whether  the  lease  is  about  expiring  or  has  the  full  time 
to  run,  ...  or  whether  it  is  renewable  or  not."  Laurent  v.  Chatham 
Fire  Ins.  Co.  supra,  1  N.Y.  Super,  at  56. 
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The  California  District  Court  of  Appeal  refused  to  determine 
the  extent  of  the  insured's  damages  in  the  factual  vacuum  that 
the  Laurent  case  would  have  created.  Instead,  the  Court  found 
that  the  insured's  monthly  profit  from  leasing  the  building  was 
$50  and  limited  the  damages  to  the  $600  he  would  have  received 
as  such  profit  during  the  remaining  term  of  the  ground  lease.  As 
might  be  expected,  the  Court  stated  that  "the  question  was  decided 
in  the  case  of  Davh  v.  Phoenix  Ins.  Co.,"  and  referred  to  the  por- 
tions of  the  Supreme  Court's  opinion  in  that  case  that  we  have 
quoted  above.  See  page  43,  supra. 

The  trial  court  therefore  erred  in  refusing  to  apply  the 
McAnarney  case  on  the  authority  of  a  much  older  decision  of  a 
lower  court  that  is  demonstrably  out  of  harmony  with  the  law  of 
California.  In  so  doing,  the  Court  reached  a  result  that  is  incom- 
patible with  the  insurance  law  of  California  and  therefore  may 
not  stand. 

F.  PROPERLY  EVALUATED  UNDER  THE  BROAD  EVIDENCE  RULE,  THE  FACTS 
REQUIRED  THE  CONCLUSION  THAT  THE  BUILDING  HAD  NO  SUB- 
STANTIAL "ACTUAL  CASH  VALUE"  TO  PLAINTIFF  AT  THE  TIME  OF 
THE  FIRE. 

Had  the  trial  court  considered  all  of  the  evidence  rather  than 
the  mere  fragment  that  its  erroneous  measure  of  damages  per- 
mitted, it  could  not  have  found  any  substantial  basis  therein  for 
its  award  of  $174,000  to  the  plaintiff. 

Under  the  broad  evidence  test,  one  of  the  circumstances  for  the 
trial  court  to  consider  was  "the  gainful  uses  to  which  the  building 
might  have  been  put."  McAnarney  v.  Newark  Fire  Ins.  Co., 
quoted  supra  at  page  37.  The  evidence  showed  that  no  such  use 
of  the  building  remained  at  the  time  of  the  fire.  The  Sisters  had 
agreed  that  the  property  on  which  the  building  stood  would  be 
used  exclusively  for  high  school  purposes  in  the  future  and  that 
the  building  would  be  demolished.  The  time  for  performance 
of  their  Agreement  had  arrived  when  the  fire  occurred  and,  in 
fact,  they  had  already  performed  it  by  making  the  building  avail- 
able for  demolition.  From  that  point  they  had  only  to  refrain 
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from  interfering  with  the  completion  of  the  building's  demolition 
by  others,  as  their  contract  obliged  them  to  and  as  they  in  fact 
were  doing  at  the  time  of  the  fire. 

Furthermore,  what  was  left  of  the  building  was  uninhabitable. 
Its  plumbing  and  sewage  system  had  been  disrupted  by  the  re- 
moval of  pipes  and  fixtures.  It  therefore  had  no  operable  facilities 
for  water  supply  or  waste  disposal.  Its  electrical  system  was  not 
only  disconnected,  but  immobilized  by  the  removal  of  panels  and 
fixtures.  The  expense  of  restoring  these  vital  components  of  the 
building  was  only  partly,  if  at  all,  included  in  the  sizable  outlay 
that  was  necessary,  at  all  events,  to  bring  the  building  to  Code. 

In  determining  the  building's  value  to  the  insured,  the  court 
was  obliged  also  to  consider  its  age  and  condition  under  the 
McAnarney  rule.  Ibid.  The  evidence  in  this  respect  showed  that 
the  building  was  90  years  old  and  in  such  a  state  of  disrepair 
and  decrepitude  that  the  City  Building  Inspector  had  found  it 
to  be  a  "fire  hazard  unfit  for  human  occupancy,"  and  that  the 
City  Building  Department  would  not  have  permitted  the  Sisters 
to  reoccupy  it  after  once  vacating  it  unless  it  were  brought  up  to 
Code.  The  Sisters  themselves  had  despaired  of  maintaining  the 
building  and  for  that  reason  had  obtained  the  Bishop's  agreement 
to  build  them  a  new  convent,  an  agreement  he  had  duly  per- 
formed. The  old  convent's  dilapidation  and  obsolescence  were 
so  extensive  that,  in  the  estimate  of  two  witnesses,  an  expenditure 
of  approximately  $121,000  would  have  been  necessary  just  to 
conform  it  to  the  Building  Code,  without  redeeming  much  of  its 
structural  and  functional  inadequacy  which  did  not  violate  the 
Code.  Finally,  it  had  been  stripped  prior  to  the  fire  of  building 
fixtures  that  the  trial  court  found  to  have  a  value  of  $52,000, 
almost  Va  of  the  amount  it  assigned  as  the  "actual  cash  value"  of 
the  building. 

In  addition,  the  court  should  have  considered  the  declarations 
against  interest  by  the  insured.  Ibid.  Here  the  evidence  showed 
that  the  Sisters  thought  the  building  too  expensive  to  maintain 
and  that,  after  the  fire,  the  Sister  Superior  in  charge  of  the  con- 
vent declared  that  the  Sisters  had  no  use  for  the  old  convent,  that 
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they  had  moved  into  a  new  convent  and  that  the  old  building  was 
either  to  be  or  was  being  demolished.  These  statements  were  re- 
peated in  substance  at  the  trial.  Moreover,  they  were  abundantly 
I  confirmed  by  the  Sisters'  actions  in  selling  off  building  fixtures 
amounting  to  a  substantial  portion  of  its  value  under  plaintiff's 
own  standard  of  measurement,  and  in  vacating  the  building  and 
leaving  it  to  its  fate  of  demolition  by  the  subcontractor. 

Finally,  the  court  was  to  consider  the  opinions  of  qualified 
witnesses  as  to  the  value  of  the  building,  ibid.,  without  regard  to 
whether  or  not  these  opinions  specifically  considered  its  cost  of 
replacement.  Indeed,  under  the  McAnarney  rule,  opinions  based 
on  a  broad  spectrum  of  the  evidence  in  the  case  were  decidedly 
to  be  preferred  to  those  which,  in  the  court's  own  evaluation, 
"took  nothing  else  into  consideration  whatsoever."  The  witness 
Horton,  whose  qualifications  were  not  questioned,  took  all  of  the 
;  above  evidence  and  more  into  consideration  and  concluded  that 
the  building's  "actual  cash  value"  to  the  insured  was  negative, 
or  nonexistent,  primarily  because  of  the  exhorbitant  and  largely 
nonproductive  expenditure  required  before  it  could  be  used  for 
any  purpose.  See  pages  9-10  supra.  The  witness  Gilbertson,  who 
also  qualified  without  question,  confirmed  the  amount  of  this 
required  preliminary  expenditure.  See  page  10  supra. 

All  this  evidence  showed  overwhelmingly  that  the  building  had 
no  substantial  actual  cash  value  to  the  Sisters  at  the  time  of  the 
fire,  yet  the  court  gave  it  no  consideration  in  arriving  at  its  de- 
cision and  judgment.  Instead  of  summoning  the  facts  in  evidence 
to  its  aid,  as  the  broad  evidence  test  demanded,  the  court  elected 
to  rely  on  speculation. 

The  trial  court  superimposed  upon  the  facts  in  evidence  the 
purely  hypothetical  notion  of  "a  potential  use"  and  an  "insurable 
interest  which  would  have  proved  quite  important  and  valuable 
to  the  Sisters  if  the  new  convent  had  burned  before  actual  demo- 
lition of  the  old  one  and  the  Sisters  had  been  forced  to  return  to 
it."  R.  157.  This  theory  on  which  the  court  placed  its  ultimate  reli- 
ance expressed  at  best  "only  a  future  possibility,  not  an  existing 
circumstance,"  Board  of  Education  v.  Hartford  Fire  Ins.  Co.,  124 
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W.  Va.  163,  19  S.E.  2d  448,  451  (1942),  and  was,  less  charitably, 
"a  metaphysical  hypothesis  upon  which  to  justify  a  loss  that  is  no 
loss."  Leggio  V.  Miller  Nat' I  Ins.  Co.,  398  S.W.2d  610  (1965). 
The  court's  projection  of  such  a  hypothesis  clearly  transgressed 
the  fundamental  rule  that  both  insurable  interest  and  the  actual 
cash  value  of  such  an  interest  are  to  be  determined  "at  the  time 
of  loss"  and  on  the  basis  of  the  circumstances  which  then  obtain. 
Cahf.  Ins.  Code  §  2071,  ^  1;  15  Couch  on  Insurance  2d  §  54.82 
(1966). 

Even  as  hypothesis  the  court's  theory  lacked  even  a  particle  of 
plausibility.  The  odds  of  a  destructive  fire  occurring  in  the  newly- 
constructed  convent  in  the  period  of  days  remaining  before  full 
demolition  of  the  old  convent  were  surely  astronomical.  Even  if 
such  a  theoretical  possibility  were  an  admissible  basis  for  attrib- 
uting some  lingering  actual  value  to  the  old  convent,  that  value 
would  have  to  be  discounted  to  the  vanishing  point  in  any  realistic 
appraisal  because  of  the  improbability  of  such  an  occurrence. 
Moreover,  the  value  of  plaintiff's  right  to  reoccupy  the  old  build- 
ing would  be  strictly  limited  according  to  the  period  of  such 
reoccupancy,  under  Sievers  v.  Union  Assur.  Soc'y,  supra. 

The  court's  conclusion  that  the  Sisters  would  have  returned  to 
the  old  building  in  the  event  of  a  fire  in  the  new  convent  was 
itself  a  non  sequitur.  The  only  evidence  on  such  a  hypothetical  re- 
occupancy  showed  that  it  would  have  been  a  practical  impossi- 
bility, and  contrary  to  law  as  well.  The  "building"  had  no  func- 
tioning plumbing,  waste  disposal  or  electrical  systems.  These 
systems  could  not  have  been  restored  without  major  and  costly 
repairs.  Furthermore,  Building  Inspector  Shobring's  undisputed 
testimony  established  that  once  the  Sisters  moved  out  of  the  old 
convent,  as  they  concededly  did,  the  Berkeley  Building  Depart- 
ment would  not  have  permitted  them  to  reoccupy  the  building 
without  bringing  it  into  conformity  with  the  Code.  The  testimony 
of  witness  Horton,  again  undisputed,  was  that  the  cost  of  so 
conforming  the  building  was  $121,000,  an  amount  exceeding  50 
per  cent  of  the  building's  "value",  even  as  determined  by  plain- 
tiff's experts.  This  value  had  already  been  reduced  by  almost  25 
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per  cent  by  the  removal  of  the  $52,000  in  fixtures  that  the  court 
deducted  on  the  basis  of  testimony  that  was  again  undisputed. 
Thus  at  the  time  of  the  fire  the  old  convent  was  in  such  condition 
that  the  reoccupation  relied  on  by  the  trial  court  would  have  re- 
quired an  immediate  expenditure  of  well  over  50  per  cent  of  the 
value  that  plaintiff  claimed  for  the  building. 

It  is  inconceivable  that  the  Sisters  would  have  undertaken  an 
expenditure  of  this  size  to  reoccupy  temporarily  a  building  they 
had  already  abandoned  because  it  was  too  expensive  to  maintain. 
The  sheer  incredibility  of  such  an  outlay,  which  defendant  would 
have  no  obligation  to  finance,  California  Ins.  Code  §2071; 
Breshears  v.  Indiana  Lumbermen's  Mut.  Ins.  Co.,  I'bG  C.A.2d 
265  (1968),  is  magnified  by  the  virtual  certainty  that  the  new 
convent  was  itself  fully  covered  by  insurance.  If  that  building  had 
suffered  a  fire  in  its  then  undepreciated  state,  such  insurance 
would  have  financed  its  complete  reconstruction,  very  probably  in 
less  time  than  the  Code  work  and  major  repairs  to  the  old  convent 
would  have  required.  To  ask  the  question  whether  the  Sisters 
would  have  elected  to  obtain  a  temporary  residence  pending  re- 
building of  the  new  convent  with  the  insurance  company's  money, 
or  would  have  obtained  such  a  residence  for  about  the  same  length 
of  time  pending  rehabilitation  of  the  old  convent  with  $120,000 
to  $170,000  of  their  own  money,  is  to  answer  it.  Thus,  even  as 
lan  abstract  possibility,  the  court's  theory  of  value  suffered  from  a 
fatal  lack  of  verisimilitude. 

Instead  of  relying  upon  such  a  speculative  proposition  the  trial 
court  should  have  evaluated  the  evidence  before  it  in  light  of  the 
decision  in  Board  of  Educ.  v.  Hartford  Fire  Ins.  Co.,  124  W.  Va. 
163,  19  S.E.  2d  448  (1942),  a  case  which  it  cited  in  its  opinion 
and  sought  unsuccessfully  to  distinguish. 

The  Board  of  Education  v.  Hartford  case  presented  for  deter- 
mination the  value  of  an  insured  school  building  that  the  plaintiff 
Board  had  decided  to  replace  with  a  new  building  to  be  erected 
on  the  same  site.  The  Board  entered  into  a  contract  for  demolition 
:of  the  old  building  and  construction  of  the  new  one,  the  con- 
tractor being  permitted  to  use  materials  from  the  old  building. 
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except  for  desks,  heating  appliances,  etc.,  in  constructing  the 
new  school.  The  Board  notified  the  Public  Works  Administration, 
which  was  helping  to  finance  the  project,  that  work  had  begun 
on  January  1  (at  about  which  time  certain  preliminary  surveys 
had  been  made  by  the  contractor)  and  notified  the  contractor  it 
would  surrender  possession  of  the  old  building  on  January  23. 
The  Board  then  rented  temporary  quarters,  moved  its  own  office 
equipment  out  of  the  old  building,  unbolted  the  schoolroom  desks 
therein,  dismissed  classes  in  the  old  building  on  January  18  and 
announced  that  they  would  reconvene  January  23  in  the  rented 
quarters.  On  January  20,  the  building  burned. 

At  trial  the  school  board  claimed  a  value  of  $20,363.00  for 
the  burned  building,  which  the  insurer  resisted.  The  only  issue 
tried,  as  the  court's  opinion  makes  clear,  was  the  effect  to  be  given 
the  facts  stated  above  in  determining  the  building's  value  at  the 
time  of  the  fire: 

[T]he  only  issue  .  .  .  concerned  whether  the  building  .  .  . 
was  to  be  valued  as  a  building  for  the  purpose  of  arriving 
at  its  actual  cash  value,  less  depreciation,  or  was  to  be  treated 
simply  as  a  collection  of  material,  the  use  of  which  as  a 
building  had  terminated,  and  hence  the  cost  of  construction 
was  not  to  be  considered  in  arriving  at  that  value.  19  S.E. 
2d  at  448. 

The  trial  court,  sitting  without  a  jury,  found  the  school  board's 
damages  to  be  $8,344.38  and  entered  judgment  in  that  amount. 
In  affirming  this  decision,  the  West  Virginia  Supreme  Court 
held  that: 

[I]t  seems  quite  apparent  that  if  the  settled  policy  of  the 
board  of  education,  that  it  was  legally  bound  to  execute  and 
the  performance  of  which  it  had  definitely  entered  upon,  by 
the  acts  of  the  board  itself  had  eliminated  the  possible  use 
of  the  New  Cumberland  School  as  a  building,  they  should 
not  be  indemnified  against  its  loss  to  the  extent  of  being 
paid  by  insurer  its  actual  going  value.  Id.  at  450. 

The  judgment  of  $8,344.38  affirmed  in  the  Hartford  case  repre- 
sented the  value  of  the  old  school  "as  a  collection  of  material, 
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the  use  of  which  as  a  building  had  terminated.  .  .  ."  19  S.E.  2d 
at  448.  This  is  impHcit  in  the  opinion,  because  the  court  first 
stated  in  framing  the  issue  for  decision  that  "if  [the  school's} 
value  as  a  building  had  actually  been  permanently  terminated, 
the  recovery  is  limited  to  salvage  value,"  id.  at  449,  and  then  held 
in  conclusion  "that  the  board  of  education  prior  to  January  20, 
1938,  had  permanently  stopped  using  the  New  Cumberland 
School  building  for  its  intended  purpose,  and  had  begun  the 
physical  work  of  its  removal."  Id.  at  451. 

A  salvage  value  of  about  $8,300.00  for  the  materials  in  the 
old  building  in  Hartford  was  consistent  with  the  fact  that  these 
materials,  with  some  exceptions,  were  to  be  used  by  the  con- 
tractor in  the  new  building.  Presumably  the  school  board  had 
obtained  a  value  commensurate  with  that  of  the  materials  in  the 
form  of  a  lower  contract  price,  a  benefit  of  which  it  would  have 
been  deprived  if  no  damages  had  been  allowed.  By  awarding  the 
sum  it  did  the  court  gave  indemnification,  without  profit  or  loss, 
to  tlie  assured. 

In  this  case  it  is  even  clearer  "that  the  Sisters  prior  to  June  8, 
1966,  had  permanently  stopped  using  the  St.  Joseph's  Convent  for 
its  intended  purpose,  and  had  begun  the  physical  work  of  its 
removal."  The  Sisters  had  surrendered  the  old  convent  for  demo- 
lition, whereas  in  the  Hartford  case  it  was  undisputed  that  sur- 
render was  not  to  take  place  until  three  days  after  the  fire.  So, 
too,  the  Sisters  had  vacated  the  old  building  and  taken  up  full 
occupancy  in  new  quarters,  whereas  the  insured  in  Hartford  was 
at  most  in  a  state  of  transition,  having  left  unbolted  school  desks 
in  the  old  building  and  not  yet  begun  to  hold  classes  in  its  tem- 
porary quarters.  Moreover,  in  this  case  the  work  of  final  demoli- 
tion had  begun,  whereas  in  Hartford  it  was  clear  and  undisputed 
that  only  preliminary  work  had  been  done.  Indeed,  the  Hartford 
case  is  direct  authority  that  there  is  no  requirement  of  "actual 
demolition,"  as  supposed  by  the  trial  court,  see  R.  157,  where 
the  physical  work  of  removal  has  begun. 
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Under  the  broad  evidence  test  and  the  Hartford  decision,  the 
only  conclusion  that  could  validly  be  drawn  from  the  evidence  in Jssel 
this  case  was  that  the  old  convent  had  no  substantial  actual  cash 
value  to  plaintiff.  The  evidence  did  not  establish  the  value  of 
the  old  convent  as  "a  collection  of  material,  the  use  of  which  as 
a  building  had  terminated".  See  Tr.  204-07.  The  evidence  did 
show,  however,  that  a  substantial  portion  of  the  building's  fix- 
tures were  removed  before  the  fire  and  that  the  Sisters  had  en- 
deavored to  sell  or  remove  everything  of  value.  Under  these  cir- 
cumstances, the  value  of  the  old  convent's  remaining  materials 
could  not  have  approached  even  a  significant  fraction  of  the  value 
of  $174,000  that  the  court  assigned  to  it  "as  a  building". 

The  trial  court  attempted  to  distinguish  die  Hartford  case  so 
as  to  justify  its  hypothesis  of  a  fire  in  the  new  convent,  previously 
discussed.  The  court  noted  that  in  this  case  "the  new  convent  was 
to  be  built  on  adjacent  land,  not  on  the  old  site,  as  in  Board  of 
Education  v.  Hartford."  R.  157.  This  was  a  distinction,  not  a  dif- 
ference. The  court  in  Hartford  in  no  way  relied  on  the  fact  that 
the  new  school  was  to  be  built  on  the  site  of  the  old,  nor  gave 
it  any  significance  whatever.  Our  analysis  and  comparison  of  the 
two  cases  above  shows  that,  if  anything,  the  Sisters  were  better 
off  than  the  school  board  in  Hartford.  At  the  time  of  the  fire  they 
had  a  fully  furnished  and  occupable  convent,  functionally  and 
structurally  superior  to  its  predecessor,  whereas  the  school  board 
in  Hartford  had  only  "rented  quarters,"  possibly  ill-adapted  to 
its  use. 

This  supposed  ground  of  distinction  lent  no  credence  or  justi- 
fication to  the  trial  court's  hypothesis  of  a  second  fire  in  the  new 
convent.  The  court  in  Hartford  might  have  supposed  with  equal 
abandon  a  fire  in  the  rented  quarters  before  demolition  of  the 
old  school,  and  a  consequent  reoccupation  of  the  old  building 
until  new  rental  quarters  could  be  found.  Although  counsel's  in- 
genuity was  not  sufficiently  acute  as  to  aff^ord  the  Hartford  court 
that  opportunity,  the  court  was  presented  with  a  suggestion  that 
"if  the  board  had  been  found  guilty  of  improper  conduct,  the 
P.W.A.  grant  could  have  been  withdrawn,"  (/^.  at  451)  and  the 


53 

.contract  not  performed.  The  court's  refusal  to  indulge  in  such  a 
•baseless  presumption  was  an  example  the  trial  court  should  prop- 
erly have  followed  in  this  case,  all  the  more  compellingly  because 
the  hypothesis  of  a  second  fire  was  not  only  speculation  in  itself, 
but  was  offered  to  support  an  inference  of  reoccupancy  that  the 
evidence  already  contradicted. 

The  trial  court  also  portrayed  the  Hartford  case  as  upholding 
rather  than  denying  the  application  of  Laurent  v.  Chatham.  In 
support  of  this  interpretation  the  trial  court  quoted  a  portion  of 
the  West  Virginia  Supreme  Court's  opinion  in  Hartford  which, 
after  discussing  the  McAnarney  case,  Laurent  v.  Chatham  and 
several  other  cases  also  cited  by  the  court  below  (see  Part  II-G, 
infra'),  stated  that: 

We  wish  to  state  quite  frankly  that  we  do  not  approve  of  a 
general  rule  that  would  permit  speculative,  collateral  ques- 
tions, including  the  intended  destruction,  to  enter  into  the 
ascertainment  of  actual  value.  In  our  judgment,  such  a  prin- 
ciple would  multiply  litigation  and  unnecessarily  complicate 
insurance  adjustments.  19  S.E.  2d  at  450.  (Emphasis  in 
original.) 

Immediately  after  this  statement  in  the  Hartford  opinion,  how- 
ever, there  appears  the  court's  statement  of  the  rule  of  decision  for 
the  case  before  it: 

On  the  other  hand,  it  seems  quite  apparent  that  if  the  settled 
policy  of  the  board  of  education,  that  it  was  legally  bound 
to  execute  and  the  performance  of  which  it  had  definitely 
entered  upon,  by  the  acts  of  the  board  itself  had  eliminated 
the  possible  use  of  the  New  Cumberland  School  as  a  build- 
ing, they  should  not  be  indemnified  against  its  loss  to  the 
extent  of  being  paid  by  insurer  its  actual  going  value.  Ibid. 

It  is  on  this  basis,  and  certainly  not  on  the  basis  of  Laurent  v. 
\Chatham,  that  the  West  Virginia  court  affirmed  judgment  for 
$8,000,  not  for  the  $20,000  claimed  as  the  building's  value  "as 
a  building"  by  the  insured. 

The  first  of  the  quoted  statements  played  absolutely  no  role  in 
the  court's  decision  of  the  Hartford  case,  or  in  its  evaluation  of 
the  evidence  therein.  Had  the  court  followed  its  own  dictum,  the 
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evidence  concerning  the  school  building's  impending  demolition 
would  all  have  been  "collateral"  and  "speculative"  and  the  court 
would  have  had  no  basis  for  upholding  a  judgment  awarding  only 
40  per  cent  of  the  building's  value  as  claimed  by  the  board  of 
education.  Instead  the  court  found  that  "the  board  had  per- 
manently stopped  using  the  New  Cumberland  School  building  for 
its  intended  purpose,  and  had  begun  the  physical  work  of  its 
removal."  On  this  basis  it  affirmed  the  judgment  of  the  lower 
court  treating  the  building  "as  a  collection  of  material,  the  use 
of  which  as  a  building  had  terminated."  Whether  the  court  ar- 
rived at  this  result  by  holding  the  "general  rule"  inapplicable,  or 
because  it  did  not  really  approve  of  the  rule  in  the  first  place, 
is  of  only  semantic  interest.  It  is  indisputable  that  the  court  fol- 
lowed McAnarney  and  rejected,  or  at  least  disregarded,  Laurent. 
The  true  signijficance  of  the  Hartford  decision  was  readily  ■ 
apparent  to  the  federal  district  court  in  the  case  of  Greyhound 
Bldg.  Corp.  V.  Fidelity-Phoenix  Fire  Ins.  Co.,  No.  49  C  1539, 
7  CCH  Fire  &  Cas.  Cases  597,  599  (N.D.  III.  1951)  (not  other- 
wise reported).  Citing  Hartford  as  authority,  the  court  stated 
that: 

If  plaintiff  was  legally  bound  to  proceed  with  the  demolition 
of  the  buildings  before  the  date  of  the  fire,  the  use  of  this 
(sic)  buildings  as  buildings  had  terminated  and  cost  of 
reproduction  thereof  cannot  be  considered  in  the  question 
of  damages. 

G.     THE    REMAINING    CASES    CITED    BY    THE    TRIAL    COURT    WERE    NOT 
APPLICABLE. 

We  have  already  discussed  Laurent  v.  Chatham  Fire  Ins.  Co., 
the  principal  case  that  the  trial  court  relied  upon  in  holding  de- 
fendant's evidence  on  value  to  be  irrelevant.  See  Part  II-E, 
supra.  The  court  also  abstracted  and  relied  on  a  series  of  other 
cases  for  the  proposition  that  "the  fact  that  a  building  was  sub- 
ject to  removal  or  was  soon  to  have  been  demolished  by  the 
owner,  does  not  affect  the  right  of  the  insured  to  recover  its 
value  as  a  building  if  it  is  destroyed  or  damaged  by  fire  before 
the  time  for  removal."  R.  155. 
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!  Preliminarily,  it  may  be  noted  that  the  Sisters  in  this  case 
I  had  made  a  binding  agreement  for  the  demolition  of  the  old 
convent,  and  the  demolition  was  in  progress  at  the  time  of  the 
fire.  These  facts  alone  are  sufficient  to  distinguish  nearly  all  of 
the  cases  relied  on  by  the  trial  court.  For  instance,  in  National 
iFire  Im.  Co.  v.  School  Dist.  No.  68,  115  F.2d  232  (10th  Cir. 
1940),  the  court  said  it  was  not  impressed  with  defendant's 
contention  that  the  destroyed  school  building  had  only  salvage 
: value  "merely  because  it  was  proposed  to  construct  a  new  school 
building  largely  through  funds  provided  through  the  Works 
Progress  Administration  .  .  .  ."  (Emphasis  added.)  The  court 
had  little  reason  to  be  impressed,  since  there  was  not  even  a 
contract  for  the  building's  demolition,  let  alone  an  ongoing 
process  of  demolition  at  the  time  of  the  fire.  Similarly,  in  Irwin 
V.  Westchester  Fire  Ins.  Co.,  109  N.Y.S.  612  (Spec.  Term  Orange 
Cty.  1908),  the  insured's  building  had  been  condemned  as  a 
nuisance  several  years  earlier,  but  the  insured  had  made  no  con- 
tract or  other  definite  commitment  for  its  demolition. 

Neither  Washington  Mills  Emery  Mfg.  Co.  v.  Weymouth  & 
Braintree  Mut.  Fire  Ins.  Co.,  135  Mass.  503  (1883),  nor  Wash- 
ington Mills  Emery  Mfg.  Co.  v.  Commercial  Fire  Ins.  Co.,   13 
F.   6A6   (Cir.  Ct.   Mass.   1882),  concerned  the  demolition  of  a 
building  or  a  contract  for  demolition.  Both  cases  arose  out  of 
a  fire  to  a  group  of  buildings  located  on  property  that  the  in- 
sured had  deeded  to  the  City  of  Boston  with  a  provision  that 
I  the  buildings  would  be  forfeited  unless  removed  by  a  certain 
I  date,  which  had  not  arrived  at  the  time  of  the  fire.  Following 
I  Laurent  v.  Chatham,  the  courts  held  in  both  cases  that  the  in- 
i  sured's  right  of  recovery  for  the  buildings  was  not  affected  by 
i  the  prospect  of  their  forfeiture  or  removal.  135  Mass.  at  505-07; 
!  13  F.  at  650.  Ancestry  as  well  as  irrelevance  deprived  these  cases 
of  authority,  for  as  we  have  shown  above  the  Laurent  principle 
has  not  been  accepted  by  the  California  courts  and  cannot  be 
squared  with  the  view  of  insurance  contracts  that  obtains  in  this 
State. 
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Eagle  Square  Mfg.  Co.  v.  Vermont  Mut.  Fire  Ins.  Co.,  212] 
A.2d  636,  reargument  denied,  213  A.2d  201  (Vt.  1965),  also  cited 
by  the  District  Court,  clearly  supports  defendant's  position  that 
evidence  concerning  the  demolition  of  the  old  convent  was  rele- 
vant to  its  "actual  cash  value": 

The  search  for  the  true  value  of  insured  property  destroyed 
by  fire  is  not  confined  to  any  single  formula.  Both  the 
insured  and  his  insurer  are  at  liberty  to  resort  to  any  evi- 
dence which  logically  aids  in  the  formation  of  a  correct 
estimate  of  the  value  of  the  property  as  it  was  before  the 
damage  occurred."  212  A. 2d  at  638. 

The  court  had  no  opportunity  to  apply  the  broad  evidence 
test  in  the  Eagle  Square  case.  It  upheld  the  insured's  verdict  for 
the  policy  amount  because  the  defendant  "offered  no  independ- 
ent evidence  of  value,"  212  A. 2d  at  638,  and  "persistently 
maintained  that  'the  plaintiff  had  no  interest  whatsoever  in  the 
insured  structure  at  the  time  of  the  loss.'  "  213  A.2d  at  202. 

While  contending  earnestly  that  the  Sisters  had  no  insurable 
interest  in  the  old  convent  at  the  time  of  the  fire,  defendant 
has  not  rested  its  case  on  such  a  contention.  Defendant  has 
consistently  contended  in  addition  for  the  application  of  a  broad 
evidence  test  of  value  and  has  introduced  extensive  independent 
evidence  on  the  question  of  value,  all  of  which  the  court  has 
treated  as  irrelevant.  The  situation  after  trial  here  bears  no 
similarity  to  that  confronting  the  court  in  the  Eagle  Square  case. 

Hughes  V.  Potomac  Ins.  Co.,  199  C.A.2d  239,  has  already  been 
discussed  supra  at  pages  26-21 .  It  deals  exclusively  with  events 
occurring  after,  and  not  before  a  fire. 

Wolf  V.  Home  Ins.  Co.,  100  N.J.  Super.  27,  241  A.2d  28 
(1968),  is  in  the  same  category.  As  the  court  in  that  case  empha- 
sized throughout  its  opinion,  the  case  concerned  the  effect  of  "sub- 
sequent collateral  events"  that  materialized  five  months  after  the 
fire.  241  A. 2d  at  28,  31,  38-40.  Here  the  defendant  did  not  rely 
on  any  events  ocairring  after  the  fire,  but  on  the  fact  that  before 
the  fire  the  insured  had  surrendered  its  building  and  received  the 
agreed  equivalent  under  its  contract,  so  that  it  was  precluded  from 
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suffering  any  loss  in  the  first  place.  Contrary  to  the  trial  court's 
istatements  in  connection  with  these  two  cases,  the  company's  in- 
demnity risk  does  not  oblige  it  to  pay  for  a  loss  that  is  no  loss, 
\Davis  V.  Phoenix  Ins.  Co.,  supra;  Smith  v.  Jim  Dandy  Markets, 
Inc..  172  F.2d  6l6,  618  (9th  Gr.  1949),  or,  by  disregarding  the 
iSisters'  binding  and  enforceable  contract  for  the  old  convent's 
demolition,  to  put  them  in  a  better  position  than  they  were  in 
[before  the  fire  occurred.  See  Breshears  v.  Indiana  Lumber?uens 
'Mut.  Ins.  Co.,  quoted  supra  at  p.  35. 

H.  SUMMARY  OF  DEFENDANTS  POSITION  THAT  THE  OLD  CONVENT  HAD 
NO  SUBSTANTIAL  ACTUAL  CASH  VALUE  TO  PLAINTIFF  AT  THE  TIME 
OF  THE   FIRE. 

The  proper  method  for  determining  "actual  cash  value"  under 
California  law  was  the  broad  evidence  test  requiring  the  trier  of 
fact  to  consider  all  evidence  logically  tending  to  formation  of  a 
correct  estimate  of  such  value.  The  trial  court  therefore  committed 
reversible  error  in  determining  the  actual  cash  value  of  the  old 
convent  by  considering  solely  its  replacement  cost,  less  deprecia- 
tion. 

Viewed  under  the  broad  evidence  test  and  in  light  of  the 
application  of  this  test  in  the  closely  analogous  case  of  Board 
of  Education  v.  Hartford  Fire  Ins.  Co.,  the  evidence  in  this  case 
proved  conclusively  that  the  old  convent  had  no  substantial  actual 
cash  value  to  the  plaintiff  at  the  time  of  its  destruction.  The  trial 
court's  erroneous  determination  that  it  did  have  such  a  value  at 
that  time  was  arrived  at  by  disregarding  the  evidence  and  sub- 
stituting a  speculative  basis  of  value,  and  by  reliance  on  authori- 
ties that  are  not  compatible  with  the  law  governing  insurance 
contracts  in  California. 

III.     Plaintiff  Increased  the  Hazard  of  Fire,  So  That  the  Policy  Was 
Suspended  at  the  Time  of  the  Fire. 

Defendant  asserted  as  a  special  defense  that,  prior  to  the  fire, 
the  insured  increased  the  hazard  of  fire  to  the  building  in  violation 
of  the  policy,  thereby  suspending  its  coverage. 
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The  policy  provides  (at  1.  28-31)  that: 

Unless  otherwise  provided  in  writing  added  hereto  this  com- 
pany shall  not  be  liable  for  loss  occurring  (a)  while  the 
hazard  is  increased  by  any  means  within  the  control  or 
knowledge  of  the  insured;  ..." 

The  evidence  showed  that,  at  the  time  of  the  fire,  the  building 
had  been  vacated  by  the  Sisters,  that  significant  portions  of  elec- 
trical and  plumbing  fixtures  and  stained  glass  had  been  removed, 
that  an  auction  of  furniture  and  other  materials  had  been  held  in 
the  building,  that  the  demolition  of  the  building  had  begun 
and  that  the  demolition  subcontractor's  employee,  Neal,  had  taken 
down  part  of  a  fence  around  the  convent,  entered  the  building, 
ripped  a  large  pipe  away  from  the  outside  of  the  building,  and 
left  it  lying  on  the  ground  outside  the  convent. 

The  cases  uniformly  hold  that  vacating  a  building  and  allowing 
it  to  take  on  the  appearance  of  neglect,  abandonment  and  devas- 
tation, as  was  clearly  done  in  this  case,  is  to  increase  the  hazard 
of  fire  in  a  manner  suspending  insurance  coverage  on  the  building. 

In  Westchester  Fire  Ins.  Co.  v.  Fitzpatrkk,  2  F.2d  651,  653-54 
(3rd  Cir.  1924)  the  evidence  showed  that  the  City  Building  In- 
spector had  inspected  the  building,  condemned  it  as  unsafe,  and 
ordered  its  demolition  by  the  insured,  who  in  turn  had  ordered 
the  tenants  to  vacate.  Whether  the  tenants  actually  vacated  before 
the  fire  is  unclear.  On  these  facts,  the  Third  Court  held  that 
the  trial  court  erred  in  refusing  to  instruct  the  jury  that  there 
was  an  increase  of  hazard  if  "prior  to  the  fire  the  building  inspec- 
tor condemned  the  building  and  the  plaintiff  notified  the  tenants 
of  such  condemnation  and  ordered  them  to  vacate  the  premises." 

Similarly,  in  Montello  v.  Manhattan  Fire  &  Marine  Ins.  Co., 
294  N.Y.S.  1015  (App.Div.  1937),  the  court  ruled  that  the 
trial  court  improperly  struck  out  the  insurer's  defense  of  an 
increase  of  hazard,  citing  the  Fitzpatrick  decision  and  holding 
that,  if  proved,  allegations  that  the  building's  occupants  had 
moved  out,  left  it  unguarded  and  permitted  large  portions  of  it 
to  be  stripped  and  removed,  would  show  an  increase  in  hazard, 
suspending  the  coverage. 
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In  the  leading  case  of  Goldman  v.  Piedmont  Fire  Ins.  Co.,  198 
F.2cl  712,  714  (3rd  Cir.  1952),  the  plaintiff  was  storing  his 
insured  goods  in  a  building  that  partially  collapsed  in  a  heavy 
snowstorm,  but  took  no  action  to  have  the  building  repaired  or  to 
remove  his  goods  to  a  safer  place.  A  fire  occurred  in  the  building. 
Under  appropriate  instructions  as  to  the  defense  of  an  increase  in 
hazard  the  jury  found  for  the  defendant  insurer.  The  Third  Cir- 
cuit affirmed  the  trial  court's  refusal  to  strike  the  defense  of  in- 
creased hazard,  and  the  jury  verdict  for  defendant.  In  so  holding 
the  court  stated  that: 

Certainly  the  open  and  collapsed  condition  of  the  building 
invited  the  entrance  of  children  and  vagrants  with  a  con- 
sequent increase  in  the  risk  of  fires  being  started  therein. 

The  decision  in  Asbell  v.  Pearl  Assur.  Co.,  59  N.J.  Super.  324, 
157  A. 2d  728  (I960)  is  very  relevant  to  the  present  case.  After 
a  fire  occurred  in  the  insured  building,  the  insured  vacated  the 
building,  leaving  debris  from  the  fire  in  and  around  the  build- 
ing. The  insured  testified  he  had  arranged  for  a  cleanup,  but  none 
had  been  carried  out.  A  second  fire  followed  and  the  insurer  based 
its  defense  on  increased  hazard.  Judgment  for  the  company  was 
upheld  over  the  insured's  contention  that  the  defense  was  invalid 
because  the  company,  by  special  endorsement,  had  waived  a  policy 
provision  that  coverage  would  be  suspended  if  the  building  were 
vacant  more  than  sixty  (60)  days.  The  court  held  that  there  was 
an  increase  of  hazard  separate  and  apart  from  the  vacancy  itself. 
Therefore  the  company's  waiver  of  its  right  to  suspend  coverage 
based  on  the  fact  of  vacancy  alone  in  no  way  impaired  its  right 
to  rely  on  the  increase  in  hazard  of  which  the  vacancy  was  an 
important  constitutent. 

Elements  from  each  of  the  foregoing  cases,  together  with  other 
circumstances,  coalesced  to  produce  the  increase  in  hazard  that 
the  evidence  clearly  established  in  this  case.  As  in  the  Westchester 
case,  supra,  2  F.2d  at  651,  the  building  inspector  had  found  the 
convent  to  be  a  "fire  hazard,"  had  determined  that  it  was  not  fit 
for  human  occupancy,  and  had  served  its  occupants  with  notices 
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of  Building  Code  violations.  Abatement  of  the  violations,  other- 
wise called  for  under  the  Building  Code,  did  not  follow  only 
because  of  the  Sisters'  assurances  to  the  inspector  that  the  Bishop 
was  to  build  them  a  new  convent  and  that  the  old  building  was 
shortly  to  be  torn  down. 

Parts  of  the  old  convent  had  also  been  stripped  and  removed, 
as  in  the  Montello  case,  supra,  294  N.Y.S.  at  1015.  Electrical  fix- 
tures and  panels,  plumbing  fixtures,  stained  glass  windows  and 
a  large  sewer  pipe  had  been  removed.  By  the  court's  own  finding, 
these  fixtures  amounted  to  almost  25  per  cent  of  the  building's 
overall  value  as  determined  by  plaintiff's  estimates. 

The  building  had  been  vacated  by  its  occupants,  as  in  thai 
Asbell  case,  supra.  Moreover,  the  inside  of  the  building  mayi 
possibly  have  contained  debris  resulting  from  the  removal  of 
fixtures,  akin  to  the  debris  remaining  from  the  prior  fire  in  the 
Asbell  case. 

Finally,  although  there  was  not  a  partial  collapse  of  the  building 
as  in  the  Goldman  case,  it  was  demonstrably  in  a  condition  "in- 
vit[ing]  the  entrance  of  children  and  vagrants  with  a  consequent 
increase  in  the  risk  of  fires  being  started  therein."  This  risk,  only 
potential  in  the  Goldman  case,  became  actuality  here.  Whether 
or  not  the  building  itself  was  "open"  to  the  entrance  of  such 
persons  is  not  shown  by  the  evidence,  which  did  show,  however, 
that  the  subcontractor's  employee  had  broken  down  part  of  the 
fence  around  the  convent. 

The  above  analysis  shows  that  an  increase  in  hazard  was  found 
in  each  of  the  above  cases  on  the  basis  of  evidence  that  was  only 
a  fraction  of  that  placed  before  the  trial  court  in  this  case.  A 
fortiori  there  was  such  an  increase  here,  but  the  trial  court  rejected 
the  defense. 

Briefly,  the  court  found  that  the  building  had  not  been  vacant 
or  unoccupied  for  sixty  (60)  consecutive  days,  that  the  building's 
exterior  was  in  its  usual  condition  and  not  such  as  to  invite  arson- 
ists, that  the  building  interior  was  not  in  a  condition  that  would 
increase  the  hazard  of  fire,  and  that  the  Sisters'  occupancy  of  the 
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convent  up  to  the  time  of  the  fire  was  with  the  approval  of  the 
City.  On  this  basis  the  court  concluded  that  there  had  not  been 
an  increase  of  hazard  suspending  the  policy.  R.  150-52. 

The  court's  findings  and  conclusions  contradicted  or  did  not 
, fully  consider  the  evidence,  and  were  clearly  erroneous.  See  Fed. 
R.  Civ.  P.  52(a).  Moreover,  the  court  failed  to  apply  the  law  set 
forth  in  the  above  authorities. 

Defendant  was  not  required  to  prove  that  the  building  was 
vacant  for  more  than  sixty  (60)  consecutive  days.  Defendant  did 
not  rely  on  the  "vacancy  clause"  containing  this  requirement, 
which  is  set  forth  at  lines  32  through  34  of  the  policy,  but  on  the 
increase  of  hazard  provision  set  forth  at  lines  28  through  31 
thereof.  The  amendment  to  defendant's  answer  refers  specifically 
to  that  provision,  and  to  no  other.  R.  130.  The  court's  finding  that 
no  vacancy  existed  for  sixty  (60)  days  was  therefore  not  mate- 
rial to,  nor  in  any  measure  dispositive  of,  defendant's  claim  of 
an  increase  in  hazard.  On  the  contrary,  the  vacating  of  the  build- 
ing by  plaintiff  prior  to  the  fire,  coupled  with  the  other  evidence, 
clearly  showed  that  a  knowing  increase  of  hazard  had  occurred. 
Asbell  V.  Pearl  Assur.  Co.,  supra. 

It  was  equally  immaterial  to  the  defense  that  the  City  per- 
mitted the  Sisters  to  remain  in  occupancy  following  the  notices 
of  Building  Code  violations.  In  Westchester  Fire  Ins.  Co.  v.  Fitz- 
patrick,  supra,  the  evidence  relied  on  by  the  court  did  not  show 
whether  the  tenants  had  actually  vacated  the  condemned  building. 
The  turning  point  of  the  case  was  that  the  building  had  been 
condemned.  So,  too,  in  this  case,  it  was  not  decisive  whether  the 
Building  Inspector  and  the  Building  Department  took  immediate 
steps  to  terminate  the  Sisters'  occupancy  of  the  convent,  or 
whether  they  relied,  as  they  did  in  fact,  on  the  Sisters'  pleas  that 
the  Bishop  would  shortly  build  them  a  new  convent.  The  under- 
standable disinclination  of  the  Berkeley  officials  to  oust  the  Sisters 
from  their  home  of  more  than  eighty  years  in  no  way  altered 
the  fact  that  upon  inspecting  the  convent,  the  Building  Inspector 
had  adjudged  it  a  "fire  hazard"  that  did  not  meet  the  requirements 
of  the  Building  Code  for  human  occupancy.  Nor  did  it  detract 
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in  any  measure  from  the  fact  that,  when  presented  with  this 
official  judgment,  the  Sisters  took  no  steps  whatever  to  restore 
the  building  to  a  suitable  condition  for  human  habitation.  The 
testimony  of  Shobring,  the  Building  Inspector,  showed  that  the 
City's  "approval"  was  nothing  but  a  discretionary  suspension  of 
enforcement,  for  he  stated  unequivocally  that  once  the  Sisters 
left  the  convent,  they  could  not  return  without  bringing  the  build- 
ing into  conformity.  The  Sisters'  eventual  vacation  of  the  convent 
was  therefore  the  practical  equivalent  of  an  official  ouster. 

Nor  did  the  evidence  permit  a  finding  that  the  building's 
exterior  was  in  its  "usual  condition"  and  not  such  as  to  invite 
arsonists.  The  building's  destruction  in  a  fire  officially  attributed 
to  uninvited  persons  bears  strong  witness  to  the  contrary.  In  addi- 
tion, the  building's  exterior  was  shown  to  be  materially  altered 
by  events  occurring  prior  to  the  fire. 

The  building's  "usual  condition"  did  not  permit  the  free  access 
that  was  made  available  with  the  breaking  of  the  fence  that 
surrounded  it.  Since  the  time  that  the  Sisters  had  ceased  to  use 
it  for  school  classes  several  years  earlier,  the  convent  had  been 
closed  to  the  outside  world,  its  fence  both  symbolizing  and  safe- 
guarding the  privacy  of  its  occupants'  religious  pursuits.  The 
lifting  of  that  barrier  conveyed  as  graphically  as  could  any  event 
that  the  Sisters  had  abandoned  their  sanctuary.  If  further  confir- 
mation of  the  Sisters'  departure  were  needed,  the  gaping  frames 
that  had  once  enclosed  the  convent's  stained  glass  windows  and 
the  sewer  pipe  lying  upon  the  ground  bore  eloquent  witness  to 
the  vacancy  and  disarray  inside  the  building — conditions  which 
could  be  confirmed  by  any  stranger  passing  through  the  broken 
fence. 

Paragraph  19  of  the  policy  was  aimed  directly  at  an  increase 
in  hazard  caused  by  the  creation  of  conditions  such  as  those  de- 
scribed above.  So  far  as  material,  that  paragraph  provides  (R.  15)  : 
Permission  granted:  (a)  For  such  use  of  the  premises  as  is 
usual  and  incidental  to  the  business  conducted  therein  and 
for  existing  and  increased  hazards  and  for  change  in  use 
and  occupancy  except  as  to  any  specific  hazard,  use  or  occu- 
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pancy  prohibited  by  the  express  terms  of  this  policy  or  by 
any  endorsement  thereto;  .  .  . 

(c)   For  the  building (s)    to  be  in  course  of  construction, 
alteration  or  repair,  .  .  .  and  to  build  additions  thereto,  .  .  . 

The  limited  permission  granted  in  this  paragraph  for  the 
buildings  to  be  in  course  of  construction,  alteration  or  repair 
clearly  communicated  to  the  Sisters  that  the  policy  did  not  permit 
a  demolition  of  the  building.  Demolition  involves  a  markedly 
greater  risk  of  fire,  particularly  from  an  outside  agency,  than 
does  construction,  alteration  or  repair.  Furthermore,  it  is  typically 
accompanied  by  a  lessening  or,  as  in  this  case,  a  disappearance 
of  the  owner's  interest  in  the  building's  protection  and  preserva- 
tion, as  opposed  to  the  heightened  interest  that  attends  a  build- 
ing's alteration  or  repair. 

Paragraph  19  did  not  permit  the  Sisters  to  increase  the  hazard 
to  the  building  without  limitation.  The  permission  granted  for 
increased  hazard  was  clearly  restricted,  in  context,  to  "such  use 
of  the  premises  as  is  usual  and  incidental  to  the  business  therein," 
and  therefore  excluded  the  demolition  of  the  building.  The  con- 
ditions created  by  the  demolition  and  the  Sisters'  preparations 
for  it  contributed  materially  to  the  old  convent's  destruction  by 
fire.  The  trial  court  therefore  erred  in  permitting  the  Sisters  to 
recover  despite  the  policy's  clear  prohibition  of  such  a  demolition. 

IV.     Interest  Did  Not  Begin  to  Run  Until  the  Dote  of  Judgment. 

If  there  is  a  substantial  dispute,  as  there  was  in  this  case,  con- 
cerning the  actual  cash  value  of  property  insured  against  fire, 
the  insured's  claim  is  uncertain  in  amount  and  is  incapable  of 
being  made  certain  by  calculation.  Cf.  Calif.  Civil  Code  §  3287. 
Thus,  where  the  insured  and  the  company  disputed  the  value  of 
property  that  was  in  the  process  of  being  condemned  at  the  time  of 
the  fire,  see  Brawner  v.  Pearl  Assur.  Co.,  267  F.2d  45  (9th  Cir. 
1958),  this  Court  held,  for  the  above  reasons,  that  interest  did 
not  begin  to  run  until  the  date  of  judgment.  Brawner  v.  Pearl 
Assur.  Co.,  285  F.2d  120  (9th  Cir.  1961)  {per  curiam). 
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Another  excellent  illustration  of  this  principle  is  Benton  v. 
Cravens,  Dargan  &  Co.,  188  C.A.2d  637,  645  (1961),  an  opinioni 
by  then  Justice  Duniway  of  the  First  District  Court  of  Appeal. 
In  reversing  a  judgment  for  prior  interest,  the  Court  stated: 

As  the  record  shows,  and  as  the  court  stated,  the  evidence 
as  to  the  value  of  the  tractor,  'ranged  from  $2,500  to  $7,000/ 
The  underwriters  did  not  agree  to  pay  a  fixed  sum  of  money, 
as  in  a  contract  of  life  insurance.  They  agreed  to  pay  the 
actual  cash  value  of  the  stolen  tractor.  This  was,  under  the 
facts  of  the  case,  unliquidated,  and  pre-judgment  interest 
should  not  have  been  awarded. 

In  Lineman  v.  Schmid,  32  Cal.2d  204,  209-10  (1948),  a  leading 
authority  cited  in  the  Benton  opinion,  the  California  Supreme 
Court  concluded  after  reviewing  the  authorities  in  California  and 
under  the  general  law  that: 

The  rule  appears  to  be  uniform,  whether  the  case  involved 
contract  price  or  reasonable  value,  that  interest  is  not  allow- 
able when  damages  cannot  be  computed  except  on  con- 
flicting evidence,  such  as  in  the  present  case,  because  of  the 
absence  of  established  or  reasonably  ascertainable  market 
prices  or  values.  In  such  cases,  since  the  amount  of  the 
damages  cannot  be  resolved  except  by  accord,  verdict  or 
judgment,  interest  prior  to  judgment  is  not  allowable. 

Under  Lineman  v.  Schmid,  the  present  law  in  California  is  that 
"where  the  amount  of  damages  cannot  be  ascertained  except  by 
the  resolution  of  conflicting  evidence,  interest  cannot  be  awarded 
under  Section  3287."  City  of  Salinas  v.  Souza  &  McCue  Construc- 
tion Co.,  66  Cal.2d  217,  230  (1967). 

Plaintiff  in  this  case  actively  contended  that  the  insured  prop- 
erty had  no  market  value  in  the  usual  sense  of  the  words,  and 
that  its  actual  cash  value  was  not  ascertainable  by  reference  there- 
to. It  certainly  cannot  be  heard  to  assert  the  contrary  for  the 
purpose  of  obtaining  pre-judgment  interest.  Plaintiff  is  equally 
precluded  from  arguing  that  its  damages  were  ascertainable  on 
the  face  of  the  contract,  or  by  calculation  based  thereon.  The 
policy  was  concededly  an  open,  not  a  valued  one,  and  called 
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for  payment  of  the  property's  "actual  cash  value,"  not  the  policy's 
face  amount.  See  Benton  v.  Cravens,  Dargan  &  Co.,  supra.  Not 
only  were  the  estimates  of  the  building's  value  and  of  plaintiff's 
damages  conflicting,  but  the  method  for  determining  such  value, 
and  the  relevance  of  certain  evidence  thereto,  were  not  the 
subject  of  any  directly  controlling  decision  under  California  law. 
These  points  were  vigorously  disputed  throughout  the  trial,  and 
are  yet  to  be  determined  on  this  appeal.  Furthermore,  even  though 
the  trial  court  accepted  plaintiff's  basic  estimates  of  value,  its 
method  for  determining  value,  and  its  contention  that  certain 
evidence  was  irrelevant,  there  was  still  a  substantial  variation  of 
$36,000  between  plaintiff's  claim  and  the  award  to  which  the 
court  held  it  entitled  under  the  proof.  This  variation  reinforced 
the  more  fundamental  reasons  outlined  above  that  required  the 
denial  of  interset  before  judgment.  The  award  of  interest  prior  to 
judgment,  in  opposition  to  these  authorities,  was  an  error  of  law 
that  requires  modification,  even  if  the  judgment  be  otherwise 
affirmed. 

CONCLUSION 

For  the  reasons  set  forth  in  the  Argument  above  and  on  the 
basis  of  the  authorities  therein,  defendant  respectfully  submits 
that: 

1.  The  judgment  of  the  District  Court  should  be  reversed 
and  the  cause  remanded  to  said  Court  with  directions  to  enter 
judgment  for  defendant,  upon  the  grounds  that: 

a.  Plaintiff  had  no  insurable  interest  in  the  St.  Joseph's 
Convent  at  the  time  of  the  fire ;  and/or 

b.  Plaintiff  had  increased  the  hazard  of  fire  to  the  St.  Jo- 
seph's Convent  by  means  within  its  knowledge  and  control, 
so  that  the  coverage  of  the  policy  was  suspended  at  the  time 
of  the  fire. 

2.  Alternatively,  the  judgment  of  the  District  Court  should 
be  reversed  and  the  cause  remanded  to  said  Court  with  directions 
to: 
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a.  Determine  the  actual  cash  value  of  the  St.  Joseph's 
Convent  just  prior  to  the  fire  by  considering  all  evidence: 
produced  by  both  parties  that  logically  tends  to  the  forma-i 
tion  of  a  correct  estimate  of  such  value  at  such  time,  includ-l 
ing  specifically  the  evidence  produced  by  defendant  concern-; 
ing:  (1)  plaintiff's  Agreement  dated  April  20,  1964  for  the 
demolition  of  said  convent  and  the  actions  of  plaintiff,  the 
Roman  Catholic  Bishop  of  Oakland,  and  of  third  parties 
acting  for  plaintiff  and/or  the  Bishop,  in  the  performance 
of  such  Agreement;  and  (2)  the  evidence  produced  by  de- 
fendant concerning  the  conditions  of  the  St.  Joseph's  Con- 
vent in  violation  of  the  Berkeley  Building  Code  prior  to  the 
fire,  the  necessity  and  expense  of  remedying  such  violations 
prior  to  any  reoccupancy  of  the  convent,  and  the  conditions 
produced  by  the  removal  of  substantial  building  fixtures 
prior  to  the  fire;  or 

b.  Determine  the  actual  cash  value  of  St.  Joseph's  Con- 
vent just  prior  to  the  fire  at  a  new  trial  at  which  both  parties 
shall  be  free  to  present  any  evidence  logically  tending  to  the 
formation  of  a  correct  estimate  of  such  value  at  such  time 
and  the  court  shall  consider  all  of  such  evidence  in  its 
determination. 

3.  The  judgment,  even  if  affirmed  in  whole  or  in  part,  should 
be  modified  by  deleting  the  allowance  of  interest  thereon  prior  to 
the  date  of  judgment. 

San  Francisco,  California 
December  1,  1968 

Respectfully  Submitted, 

Augustus  Castro, 
John  D.  Hoffman, 

Attorneys  for  Appellant 

Royal  Insurance  Company,  Ltd. 
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Edward  R.  Bacon  Company, 

Appellant, 

vs. 

William  B.  Grover,  Trustee  in  Bank- 
ruptcy, 


> 


Appellee. 


APPELLANT'S  REPLY  BRIEF 


ARGUMENT 

Appellee  neglects  to  state  that  the  testimony  of  Mr. 
Lipary  was  stricken  and  is  of  no  value  on  appeal. 

In  the  first  paragraph  on  page  4  of  his  Brief,  Ap- 
pellee attempts  to  state  the  legal  question  now  before 
the  Court.  The  statement  of  the  issue  there  reads : 
"The  question  thus  is  limited  to  this:  Does  the 
voluntary  payover  of  the  funds  by  the  levying 
officer  to  the  attaching  creditor,  in  the  absence  of 
judgment  or  judicial  sale,  prevent  the  Trustee 
from  reaching  the  property  levied  upon  ?" 

We   submit   that   the    statement   is   incomplete    and 
should  read : 


The  question  thus  is  limited  to  this:  Does  the 
vohmtaiy  payover  of  the  funds  by  the  levy- 
ing officer  to  the  attaching  creditor,  in  the  ab- 
sence of  judgment  or  judicial  sale,  prevent  the 
Trustee  from  reaching  the  property  levied  upon 
by  virtue  of  the  provisions  of  Section  67  of  the 
Bankruptcy  Act.  (11  U.S.C.  107)  ? 

Appellee  argues  on  pages  5  and  6  of  his  Brief  that 
misuse  of  Section  67  (as  he  alleges  it  was  misused 
here)  could  be  used  as  a  method  of  obtaining  prefer- 
ential treatment.   Appellee  states  on  page  6: 

''A  typical  example  of  how  judicial  lien  proce- 
dure can  be  used  to  avoid  preference  is  illustrated 
in  the  following  set  of  circumstances:  A  creditor 
attaches  and  thus  obtains  an  attachment  lien, 
within  four  months  prior  to  bankruptcy,  followed 
by  a  volimtary  acquiescence  of  the  debtor  in  the 
payover  by  the  levying  officer  of  the  fund  at- 
tached, to  the  attaching  creditor.  By  the  use  of 
this  device,  a  creditor  can  contend  that  the  lien 
of  the  attachment  was  destroyed  by  the  voluntary 
payover,  thus  avoiding  the  impact  of  Section  60 
(the  preference  section)  since  there  was  no  re- 
ceipt of  funds  directly  from  the  bankrupt  to  the 
creditor.  This  is  the  thing  that  occurred  in  this 
case.  After  attachment  but  before  bankruptcy, 
the  creditor  obtained  a  voluntary  release  from  the 
bankrupt  permitting  the  levying  officer  to  pay 
over  the  fimds  to  the  attaching  creditor.  By  dint 
of  this  stratagem  the  creditor  now  contends  that 
he  is  free  from  both  Section  60  and  Section  67. 
We  submit  that  it  is  just  this  type  of  situation 
that  the  two  additions  to  Section  67(a)  above  set 
out  were  designed  to  cure."  (Emphasis  added.) 


Firstly,  Appellee  in  the  emphasized  portions  of  the 
above  quotation  completely  misstates  Appellant's  posi- 
tion. As  is  clearly  demonstrated  in  Appellant's  Open- 
ing Brief,  Appellant  specifically  argues  that  Section 
60  of  the  Bankruptcy  Act  is  applicable  and  that  if 
Appellee  had  pleaded  and  proved  a  voidable  prefer- 
ence against  Appellant  he  could  have  recovered  under 
that  section.  Our  position  with  reference  to  Section 
60  is  not  that  it  is  inapplicable,  but  that  Appellee  has 
neither  pleaded  nor  proved  his  case  thereunder. 

Secondly,  such  an  argmnent  as  set  forth  above  is, 
in  the  mind  of  the  writer,  illogical  and  contrary  to 
the  authorities  cited  in  Appellant's  Opening  Brief. 
Such  a  device  as  described  in  Appellee's  argiunent 
would  not  avoid  the  consequences  of  Section  60  of  the 
Bankruptcy  Act.  If  the  elements  of  a  voidable  prefer- 
ence could  be  shown  to  have  existed,  the  transfer 
would  be  set  aside.  Even  though  the  payment  might 
be  made  by  the  sheriff  under  the  authority  of  a  writ, 
the  transfer  is  being  made  by  the  debtor,  the  sheriff 
acting  only  asi  a  conduit  for  payment.  Appellee's 
argument  with  reference  to  attempts  of  debtor  to 
make  preferential  payments  to  some  creditors  (page 
6)  actually  makes  our  point  for  us.  As  we  stated  in 
our  Opening  Brief,  if  Appellee  had  proved  that  Ap- 
pellant had  received  the  money  under  circiunstances 
amounting  to  a  voidable  preference  the  transfer  could 
be  set  aside.  But  no  such  remedy  was  sought  or 
proved  by  Appellee  as  he  so  states  on  page  1  of  his 
brief,  to  wit : 

<■  <■  The  Findings  of  Fact  do  not  support  any  re- 
covery under  Section  60,  the  preference  section, 
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and  none  is  attempted,  and  as  to  the  issue  raised 
therein  in  Appellant's  Brief,  the  same  does  not 
exist." 

Appellee  has  cited  only  one  case  in  his  brief,  the 
case  of  Howarth  v.  Universal  C.I.T.  Credit  Corpora- 
tion, 203  F.  Supp.  279.  This  case  makes  precisely 
the  point  we  raised  in  our  Opening  Brief  and  sup- 
ports the  contentions  of  Appellant,  not  Appellee.  Ap- 
pellee mischaracterizes  the  nature  of  the  writ  referred 
to  in  the  Howarth  case.  In  Howarth  the  writ  referred 
to  was  not  a  writ  of  attachment  as  such  writ  is  known 
in  California,  but  rather  was  a  writ  of  "attachment 
execution"  pursuant  to  a  Judgment.  Obviously,  a  writ 
of  "attachment  execution"  in  Pennsylvania  is  equiva- 
lent to  a  writ  of  execution  in  California.  In  any  case, 
the  Judgment  Creditor  obtained  paym_ent  under  the 
writ  within  four  months  of  banki'uptcy,  at  a  time  that 
the  Debtor  was  insolvent.  As  Appellant  pointsi  out  in 
his  brief,  the  Court  did  hold  that  such  a  lien  (if  it 
still  existed)  would  be  null  and  void.  But  the  Court 
recognized  that  once  payment  is  made,  the  lien  is 
merged  in  the  payment  and  cannot  be  set  aside  under 
Section  67.  The  Court  held  that  Section  60  is  ap- 
plicable and  if  the  Trustee  is  to  recover  the  payment 
he  must  do  so  by  pro^dng  a  voidable  preference  under 
that  section  of  the  Bankruptcy  Act.  The  Court  ex- 
plicitly based  its  decision  on  Section  60  and  in  its 
opinion  on  the  top  of  page  283  stated, 

"We  hold  that  the  bank  cash  garnisheed  by 
U. C.I.T.  is  a  voidable  preference,  and  the  plain- 
tiff-trustee is  entitled  to  recover  $6734.21."  (Em- 
phasis added.) 


"We  could  not  agree  more  with  the  Howarth  case.  If 
the  Trustee  in  our  case  could  prove  a  voidable  prefer- 
ence he  would  be  entitled  to  recover,  but  absent  such 
proof,  he  cannot.  Creditors  are  offered  ample  pro- 
tection against  preferential  payments  by  Section  60 
of  the  Bankruptcy  Act.  Why  should  the  Appellant, 
after  all,  be  in  a  worse  position  than  another  creditor 
who  receives  a  preferential  transfer  directly  from  the 
Debtor  simply  because  Appellant  levied  a  writ  of  at- 
tachment and  was  paid  from  the  attached  funds  at 
the  direction  of  the  Debtor f  Clearly,  the  same  rule 
should  apply  to  both  such  creditors  and  absent  proof 
of  a  voidable  preference  Appellee  should  not  be 
allowed  to  recover. 

Dated,  Burlingame,  California, 
October  30,  1968. 

Respectfully  submitted, 
Anixter  &  Aronson, 
Arthur  P.  Shapro, 
By  Henry  Cohen, 

Attorneys  for  Appellant. 
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ruptcy, 
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APPELLANT'S  OPENING  BRIEF 


STATEMENT  OF  THE  ISSUES  PRESENTED  FOR  REVIEW 

1.  Whether  or  not  Section  67  of  the  Bankruptcy 
Act  (11  U.S.C.  107)  is  applicable  to  the  facts  of  this 
case  and  if  so  whether  or  not  the  Trustee  in  Bank- 
ruptcy of  Outlet  Construction  Company,  Appellee 
herein,  proved  his  case  for  recovery  under  that  sec- 
tion. 

2.  Whether  or  not  said  Trustee  in  Bankruptcy 
pleaded  or  proved  a  voidable  preference  against  Ap- 
pellant Edward  R.  Bacon  Company  pursuant  to  the 
provisions  of  Section  60  of  the  Bankruptcy  Act  (11 
U.S.C.  96). 


STATEMENT  OF  THE  CASE 
On  October  13,  1966,  Appellant  Edward  R.  Bacon 
Company,  hereinafter  referred  to  as  "Bacon",  com- 
menced an  action  against  the  bankrupt.  Outlet  Con- 
struction Company,  hereinafter  referred  to  as  "Out- 
let", in  the  Municipal  Court  in  the  City  and  County 
of  San  Francisco,  State  of  California,  to  wit.  Action 
No.  571443.  In  this  action  and  on  October  20,  1966, 
Bacon  caused  a  Writ  of  Attachment  to  be  levied  on 
the  bank  account  of  Outlet  at  the  Bank  of  Willits, 
Willits,  Mendocino  County,  California.  On  December 
2,  1966  the  Sheriff  of  the  County  of  Mendocino  re- 
ceived written  instructions  from  Outlet  to  pay  over 
to  Bacon  out  of  the  attached  funds  the  sum  of 
$756.71  in  full  satisfaction  of  Bacon's  claim.  Some- 
time between  December  8,  1966  and  December  13, 
1966  said  Sheriff  paid  said  siun  of  $756.71  to  Bacon 
and  on  December  13,  1966  returned  the  Writ  of  At- 
tachment to  the  Clerk  of  the  San  Francisco  Municipal 
Court  which  return  on  its  face  showed  the  Writ  to 
be  wholly  satisfied.  The  return  was  received  into  evi- 
dence as  Trustee's  Exhibit  1.  Outlet  filed  a  voluntary 
petition  in  bankruptcy  on  February  2,  1967. 

William  B.  Grover,  Appellee,  as  Trustee  of  the 
estate  of  Outlet  Construction  Company,  bankrupt, 
hereinafter  referred  to  as  "Trustee",  filed  a  Petition 
for  Turnover  Order  upon  which  a  hearing  was  had 
and  the  Referee  entered  an  Order  adverse  to  Bacon 
and  by  which  Order  Bacon  was  ordered  to  repay 
said  sum  of  $756.71  to  the  Trustee.  A  Petition  for 
Review  was  filed  by  Bacon  and  the   Order   of  the  i. 


Referee  was  affirmed  by  the  District  Court  without 
opinion. 


ARGUMENT 

I.  THE  TRUSTEE  CANNOT  RECOVER  THE  $756.71  UNDER  THE 
PROVISIONS  OF  SECTION  67  OF  THE  BANKRUPTCY  ACT 
(11  U.S.C.  107). 

A.  Section  67  of  the  Bankruptcy  Act  (11  U.S.C.  107)  is  not 
Applicable  to  the  Facts  of  This  Case. 

From  a  reading  of  the  pleading  filed  by  the  Trustee 
(Transcript  of  Record,  Vol.  1,  pages  4-5)  it  appears 
that  he  sought  to  have  the  payment  to  Bacon  set 
aside  on  the  ground  that  Bacon  obtained  a  lien  on 
the  bankrupt's  property  within  four  months  of  bank- 
ruptcy, at  a  time  when  the  bankrupt  was  insolvent. 
Section  67  a  (1)  of  the  Bankruptcy  Act  (11  U.S.C. 
107  a  (1))  provides: 

"Every  lien  against  the  property  of  a  person 
obtained  by  attachment,  judgment,  levy,  or  other 
legal  or  equitable  process  or  procedings  within 
four  months  before  the  filing  of  a  petition  in- 
itiating a  proceeding  under  this  Act  by  or 
against  such  person  shall  be  deemed  null  and 
void  (a)  if  at  the  time  when  such  lien  was  ob- 
tained such  person  was  insolvent  or  (b)  if  such 
lien  was  sought  and  permitted  in  fraud  of  the 
provisions  of  this  Act:  Provided,  however.  That 
if  such  person  is  not  finally  adjudged  a  bank- 
rupt in  any  proceding  under  this  Act  and  if  no 
arrangement  or  plan  is  proposed  and  confirmed, 
such  lien  shall  be  deemed  reinstated  with  the 
same  effect  as  if  it  had  not  been  nullified  and 
voided," 


Section  67  of  the  Bankruptcy  Act  is  inapplicable 
to  the  facts  of  this  case  because  no  lien  existed  on 
any  property  of  Outlet  in  favor  of  Bacon  on  the 
date  of  bankruptcy.  Bacon's  claim  had  been  fully 
paid  by  Outlet.  The  lien  was  released  by  the  Sheriff 
who  levied  it  and  the  Writ  of  Attachment  on  which 
the  lien  was  based  was  returned  fully  satisfied.  All 
of  this  occurred  before  onset  of  bankruptcy.  Section 
67  of  the  Bankruptcy  Act  applies  to  liens  existing 
on  the  bankrupt's  property  on  the  date  of  bankruptcy 
and  where  the  property  against  which  a  lien  is 
claimed  is  on  the  date  of  bankruptcy  in  the  posses- 
sion  of  the  bankrupt,  actual  or  constructive.  This  f 
principle  was  recognized  by  this  Court  in  Ahramson 
V.  Gardner,  1958,  253  F.2d  518,  although  in  Ahram- 
son V.  Gardner  the  Court  could  not  apply  the  principle 
because  on  the  date  of  bankruptcy  the  property  was  ■ 
still  in  the  hands  of  the  bankrupt.  The  Court  recog-  ■ 
nized,  however,  that  when  the  lien  is  converted  into 
title  prior  to  bankruptcy  Section  67  of  the  Bank- 
ruptcy Act  is  not  applicable.  The  Court  in  Ahramson 
V.  Gardner,  supra,  based  the  right  of  the  trustee 
there  to  proceed  under  Section  67  on  the  sole  issue 
of  change  of  possession  and  on  page  521  of  the 
opinion  states,  i 

"The  effect  of  lack  of  change  of  possession  of  ' 
the  property  executed  against  is  controlling  in 
this  case.  ...  It  permits  the  trustee  at  all  events  \ 
to  proceed  under  Section  67  rather  than  Section 
60  of  the  Bankruptcy  Act.  .  .  ." 

Conversely,  in  our  case,  the  lien  was  converted  into  ! 
title.  The  Sheriff  was  instructed  to  pay  the  money  i 


to  Bacon  in  satisfaction  of  Bacon's  claim.  Upon  such 
payment  being  made  the  money  became  the  property 
of  Bacon  and  title  therein  vested  in  Bacon.  Further- 
more, the  money  was  not  in  the  possession  of  the 
bankrupt  on  the  date  of  bankruptcy  but  rather  was 
in  the  hands  of  Bacon.  It  is  stated  in  4  Collier  on 
Bankruptcy,  14th  Edition,  Section  67.15  (4)  at  page 
174, 

"Where  the  lien  of  a  judicial  proceeding  has 
been  enforced  by  the  sale  of  the  debtor's  prop- 
erty subject  thereto  and  the  proceeds  paid  over 
to  the  lien  creditor  prior  to  the  debtor's  bank- 
ruptcy, the  lien  becomes  merged  in  the  payment 
and  accordingly  cannot  be  effected  by  Section 
67  a.  notwithstanding  the  occurrence  of  bank- 
ruptcy within  four  months  of  the  acquisition." 

It  is  true  that  in  the  instant  case  there  was  no  execu- 
tion sale  but  rather  a  voluntary  payment  of  attached 
funds.  But  the  principle  is  the  same.  The  lien  of 
the  attachment  became  merged  in  the  payment  of  the 
money  to  Bacon  and  the  payment  cannot  be  effected 
by  Section  67.  Title  to  the  funds  passed  to  Bacon 
upon  payment  being  made.  The  principle  is  further 
set  forth  in  the  aforementioned  Collier  citation  at 
page  175  as  follows, 

"So  long  as  payment  of  the  proceeds  has  not 
'been  made  to  the  lien  creditors  his  rights  by 
virtue  of  the  legal  proceedings  are,  therefore, 
subject  to  interception  by  filing  of  the  bank- 
ruptcy petition  (Emphasis  added). 

On  page  136  the  text  states, 

"If  the  garnishing  creditor  has  received  pay- 
ment in  satisfaction  of  his  lien  prior  to  bank- 
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ruptcy,  the  trustee  would  have  no  remedy  under 
Section  67.  The  payment  may,  however,  consti-  , 
tute  a  preference  and  be  recoverable  under  Sec-  j 
tion  60."   (Emphasis  added) 

In  our  case,  payment  of  the  proceeds  had  been  made 
to  the  lien  creditor  and  therefore   such  rights  are 
not  subject  to  interception  by  the  filing  of  the  peti-  j 
tion  in  bankruptcy  under  Section  67. 

"We  shall  discuss  below  the  question  of  voidable  j 
preferences  and  what  effect,  if  any,  Section  60  of  the 

Bankruptcy  Act  (11  U.S.C.  96)  has  on  the  facts  of  I 

this  case.  i 

i 

B.    Even  if  Section  67  of  the  Bankruptcy  Act  were  Applicable  j 
to  the  Facts  of  this  Case,  the  Trustee  has  Failed  to  Prove 
his  Case  Thereunder. 

We  believe  that  we  have  demonstrated  above  that 
the  trustee  cannot  predicate  recovery  under  Section 
67  of  the  Bankruptcy  Act  under  the  facts  of  this 
case.  We  shall  now  attempt  to  point  out  that  even  I 
if  Section  67  were  applicable  that  the  trustee  has 
failed  to  prove  his  case. 


n.  THE  EVIDENCE  DOES  NOT  SUPPORT  THE  FINDING  THAT 
AT  THE  TIME  OF  THE  LEVY  OF  THE  ATTACHMENT 
(OCTOBER  20,   1966)   OUTLET  WAS  INSOLVENT. 

Under  Section  67  it  is  incumbent  upon  the  trustee 
to  prove  that  at  the  time  of  the  levy  of  the  Writ 
of  Attachment  that  Outlet  was  insolvent  and  insolv- 
ency must  exist  at  the  time  the  lien  attaches.  Liberty 
National  Bank   of  Roanoke,   Virginia  v.  Bear,  265 


U.S.  365,  44  S.Ct.  499,  68  L.  Ed.  1057.  The  trustee 
did  not  sustain  his  burden  of  proof  as  to  insolvency 
and  the  finding  of  insolvency  is  clearly  erroneous. 
(Finding  of  Fact  Number  3,  Transcript  of  Record, 
Vol.  1,  page  13). 

As  his  first  witness  to  establish  insolvency  the 
Trustee  called  Joseph  Lipari,  who  was  a  general  part- 
ner of  Outlet.  Mr.  Lipari's  testimony  is  found  in  the 
Reporter's  Transcript  at  page  3,  line  1  to  jjage  14, 
line  4.  Mr.  Lipari  could  not  testify  from  his  own 
knowledge  that  Outlet  was  msolvent  on  October  20, 
1966,  the  date  of  the  levy  of  the  attachment.  Mr. 
Lipari  could  only  testify  what  the  books  of  Outlet 
showed.  Counsel  for  Bacon  moved  that  the  testi- 
mony be  stricken  (R.T.  p.  7,  lines  9-10)  and  the 
Court  granted  the  motion.  Objections  to  questions 
by  the  Trustee  directed  toward  eliciting  from  Mr. 
Lipari  testimony  as  to  value  of  assets  and  amount 
of  liabilities  were  sustained  (R.T.,  p.  8,  lines  1-7; 
page  15,  lines  5,  12-20;  page  16,  lines  1-10).  There 
is  no  testimony  of  Mr.  Lipari  remaining  in  the  rec- 
ord that  can  substantiate  the  finding  that  on  October 
20,  1966  Outlet  was  insolvent. 

The  Trustee  next  called  Thomas  H.  Carter,  Jr.,  a 
certified  public  accountant,  who  testified  he  main- 
tained and  supervised  the  records  and  accounts  of 
Outlet  during  1966.  His  testimony  is  found  in  Re- 
porter's Transcript,  page  17,  line  6  to  page  40,  line 
10.  On  direct  examination,  Mr.  Carter  did  not  testify 
from  the  prepared  financial  statements  of  Outlet  but 
referred  only  to  work  papers  which  he  had  in  his 
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possession.  He  made  no  mention  of  prepared  financial 
statements.  He  did  testify  that  the  work  papers  were 
prepared  from  the  books  of  Outlet  (R.T.,  p.  17,  line 
24  to  p.  20,  line  18).  Upon  cross  examination,  how- 
ever, there  was  elicited  the  following  testimony  which 
we  deem  important  enough  to  reproduce,  which  testi- 
mony is  found  in  Reporter's  Transcript,  p.  20,  line  20 
to  p.  21,  line  23: 

Q.     (By  Mr.    Cohen)     May   I   see  your   rec- 
ords, please? 
A.     The  work  sheets'? 

Q.     Yes.  You  also  referred  to  a  letter,  I  be^ 
lieve,  while  you  were  testifying,  and  may  I  see 
that  also? 
A.     Yes. 

Q.     I  see  here,  Mr.  Carter,  a  letter  dated  Oc- 
tober 20,  1966,  addressed  to  Outlet  Construction 
Company,  Willits,  California,  and  to  that  letter 
are  attached  Exhibit  A  and  Exhibit  B.  Exhibit 
A  is  labeled  Outlet  Construction  Company,  a  lim- 
ited partnership,  Statement  of  Financial  Condi- 
tion, September  30,  1966,  and  I  ask  you  if  you  can 
identify  that  document  for  me  and  tell  me  what 
it  is? 
A.     Well,  it's  a  Balance  Sheet. 
Q.     Did  you  prepare  that  Balance   Sheet? 
A.     Yes,  I  did. 

Q.     Does  it  truly  reflect  the  condition  of  the 
organization  as  of  that  date? 
A.     To  the  best  of  my  knowledge  it  does. 
Q.     Now,  according  to  this  Balance  Sheet,  what 
were  the  assets  of  the  organization  on  September 
30,  1966? 

A.     Three  hundi^ed  and  eight  thousand  seven 
forty-one-0-nine. 


Q.     And  what  were  the  liabilities? 

A.  Two  hundred  and  thirty-five  thousand  nine 
twenty-three  twenty-six. 

Q.  According  to  this  statement,  the  assets  on 
September  30,  1966  exceeded  the  liabilities,  isn't 
that  correct? 

A.     That  is  correct. 

Q.  Well,  why  doesn't  that  agree  with  your 
working  papers  that  you  testified  from? 

A.    It  does  agree  with  them. 

The  letter  and  balance  sheet  were  accepted  into  evi- 
dence as  Bacon's  No.  1. 

Further  cross  examination  elicited  from  Mr.  Car- 
teirs'  testimony  that  he  also  prepared  a  balance  sheet 
as  of  Noveml)er  30,  1966,  which  balance  sheet  showed 
that  as  of  November  30,  1966  the  assets  of  Outlet 
exceeded  its  liabilities.  The  portions  of  the  testimony 
we   deem   relevant   regarding   this   balance    sheet    is 
found  in  Reporter's  Transcript  p.  30,  line  3  to  p. 
30,  line  13,  page  33,  lines  2-22  and  reads  as  follows: 
Q.     Mr.  Carter,  you  have  a  financial  statement 
here  dated  November  30,  1966,  showing  a  Bal- 
ance Sheet  for  Outlet  Construction  Company? 
A.     Yes. 

Q.  Is  that  a  balance  sheet  showing  the  assets 
and  liabilities  of  that  company  as  of  November 
30,  1966? 

A.    Yes,  on  a  going  concern  basis. 
Q.     The  same  as  the  other  statement? 
A.    Yes. 

Mr.  Cohen:  I  believe  that  is  sufficient,  Your 
Honor. 

The  Court:     We  will  let  it  go  in,  then. 
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Q.  You  prepared  the  statement  knowing  that 
it  would  be  used  to  obtain  a  loan? 

A.  Mr.  Lipari  said  he  was  trying  to  get  a 
loan. 

Q.  Well,  you  knew  the  statement  would  be 
used,  didn't  you? 

A.  Would  be  offered  in  order  to  try  to  get  a 
loan,  yes. 

Q.  You  knew  it  would  be  used  for  that  pur- 
pose ? 

A.    Yes. 

Q.  You  certainly  didn't  intend  to  put  any- 
thing in  this  statement  that  was  untrue,  did  you? 

A.     No. 

Q.  As  far  as  you  are  concerned,  then,  this 
statement  is  correct? 

A.  To  the  best  of  my  ability  when  that  state- 
ment was  prepared,  it  was  correct. 

Q.  Now,  will  you  tell  me  what  the  assets  were 
of  the  limited  partnership,  what  the  assets  and 
liabilities  were  on  November  30,  1966? 

A.  The  assets  were  four  hundred  sixty  seven 
thousand  thi'ee  hundred  eighty-three  dollars  and 
eighty  cents. 

Q.     What  were  the  liabilities? 

A.  Three  hundred  twenty-one  thousand  three 
hundred  twenty-seven  dollars  forty  cents. 

By  a  review  of  the  testmiony  of  the  Trustee's  wit- 
ness and  by  a  review  of  the  financial  records  of  the 
bankrupt  itself  it  becomes  clear  that  on  October  20, 
1966  Outlet  was  solvent.  Insolvency  is  defined  in  Sec- 
tion 1  (19)  of  the  Bankruptcy  Act  (11  U.S.C.  1 
(19)), 

"A  person  shall  be  deemed  insolvent  within 
the  provisions  of  this  Act  whenever  the  aggregate 
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of  his  property,  exclusive  of  any  property  which 
he  may  have  conveyed,  transferred,  concealed, 
removed,  or  permitted  to  be  concealed,  or  re- 
moved, with  intent  to  defraud,  hinder,  or  delay 
his  creditors,  shall  not  at  a  fair  valuation  be 
sufficient  in  amount  to  pay  his  debts;" 

Mr.  Lipari  added  nothing  to  the  issue  of  insolvency 
and  the  balance  sheets  of  September  20,  1966  (Ba- 
con's No.  1)  and  November  30,  1966  (Bacon's  No.  2) 
which  Mr.  Carter  testified  reflected  the  true  finan- 
cial condition  of  Outlet  each  show  that  on  the  re- 
spective dates  the  assets  of  Outlet  exceeded  its  lia- 
bilities. 


III.  RECOVERY  BY  THE  TRUSTEE  CANNOT  BE  PREDICATED 
ON  SECTION  60  OP  THE  BANKRUPTCY  ACT  (11  U.S.C.  96) 
AS  A  VOIDABLE  PREFERENCE. 

A.    Relevant  Distinctions  Between  Sections  67  and  60  of  the 
Bankruptcy  Act. 

It  is  important  to  distinguish  between  the  invalida- 
tion of  a  lien  under  Section  67  of  the  Bankruptcy 
Act  and  the  avoidance  by  the  Trustee  of  a  preferen- 
tial transfer  under  Section  60  of  the  Bankruptcy 
Act.  Under  Section  67  quoted  above  the  trustee  can 
have  declared  null  and  void  a  lien  existing  on  the 
date  of  bankruptcy  if  the  lien  was  obtained  within 
four  months  next  preceding  bankruptcy  at  a  time 
when  the  bankrupt  was  insolvent.  On  the  other  hand, 
Section  60  deals  with  transfers  made  by  the  bank- 
rupt to  a  creditor  within  four  months  next  preceding 
bankruptcy.    Are   we   not   here   concerned   with   the 
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transfer  of  funds  made  from  Outlet  to  Bacon  ratlier 
than  avoidance  of  a  lien  existing  on  the  date  of  bank- 
ruptcy? As  stated  above  the  lien  became  merged  in 
the  payment  and  we  are  not  now  concerned  with  the 
lien  but  rather  with  the  payment.  Again,  quoting 
from  page  136  of  4  Collier  on  Bankruptcy,  14th  Edi- 
tion, Supra, 

"If  the  garnishing  creditor  has  received  pay- 
ment in  satisfaction  of  his  lien  prior  to  bank- 
ruptcy the  trustee  would  have  no  remedy  under 
Section  67.  The  pajrment  may,  however,  consti- 
tute a  preference  and  be  recoverable  under  Sec- 
tion 60." 

B.    The  Trustee  has  not  Proved  a  Case  for  Recovery  of  a  Void- 
able Preference  Under  Section  60  of  the  Bankruptcy  Act. 

Section  60  a.  (1)  of  the  Bankruptcy  Act  (11  U.S.C. 
96  (a)    (1))  defines  a  preference  as  follows, 

"A  preference  is  a  transfer,  as  defined  in  this 
Act,  of  any  of  the  property  of  a  debtor  to  or  for 
the  benefit  of  a  creditor  for  or  on  account  of 
an  antecedent  debt,  made  or  suffered  by  such 
debtor  while  insolvent  and  within  four  months 
before  the  filing  by  or  against  him  of  the  peti- 
tion initiating  a  proceeding  under  this  Act,  the 
effect  of  which  transfer  will  be  to  enable  such 
creditor  to  obtain  a  greater  percentage  of  his 
debt  than  some  other  creditor  of  the  same  class." 

The  first  sentence  of  Section  60  b.  (11  U.S.C.  96  (b)) 
states  the  condition  on  which  a  preference  can  be 
avoided  by  the  Trustee  and  reads  as  follows : 

"Any  such  preference  may  be  avoided  by  the 
trustee  if  the  creditor  receiving  it  or  to  be  bene- 
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fited  thereby  or  his  agent  acting  with  reference 
thereto  has,  at  the  time  when  the  transfer  is 
made,  reasonable  cause  to  believe  that  the  debtor 
is  insolvent." 

The  Trustee  in  his  original  petition  included  an 
allegation  that  at  the  time  of  the  levy  of  the  attach- 
ment Edward  R.  Bacon  Company  had  reasonable 
cause  to  believe  that  Outlet  Construction  Company 
was  insolvent.  Apparently  the  Trustee  did  at  least 
consider  an  action  to  set  aside  the  payment  of  the 
money  to  Petitioner  on  the  grounds  that  such  pay- 
ment constituted  a  voidable  preference.  Such  an  alle- 
gation is  not  necessary  for  recovery  under  Section 
67  of  the  Bankruptcy  Act.  It  is  well  established  and 
we  shall  hereafter  show  that  a  far  different  measure 
of  proof  is  required  in  order  for  the  Trustee  to  avoid 
a  transfer  as  a  preference  as  opposed  to  setting  aside 
a  lien  under  Section  67.  We  concede  that  the  pay- 
ment of  funds  to  Edward  R.  Bacon  Company  by  the 
bankrupt  was  made  within  four  months  of  bank- 
ruptcy. But  that  is  only  one  of  the  elements  of  a 
voidable  preference.  The  Trustee  must  prove  each 
and  all  of  the  essential  elements  and  failure  to  do 
so  precludes  any  recovery  under  Section  60,  3  Collier 
on  Bankruptcy y  14th  Edition,  Section  60.62,  pages 
1123,  et  seq. ;  the  treatise  there  states, 

"The  law  places  upon  the  trustee  (or  receiver) 
the  unmistakable  burden  of  proving  by  a  fair 
preponderance  of  all  the  evidence  every  essen- 
tial controversial  element  resulting  in  the  com- 
posite voidable  preference."   (cases  cited) 
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These  elements  are,  to  wit,  (1)  that  there  was  a  trans- 
fer of  the  debtor's  property,   (2)   that  the  transfer  , 
was  to  or  for  the  benefit  of  a  creditor,  (3)  that  the  '! 
transfer  was  for  or  on  account  of  an  antecedent  debt, 
(4)  that  the  transfer  was  made  or  suffered  while  the 
debtor  was  insolvent,   (5)  that  the  transfer  occurred 
within  four  months  next  preceding  adjudication,  (6) 
that  the  effect  of  the  transfer  was  to  enable  the  cred- 
itor to  obtain  a  greater  portion  of  his  debt  than  other  ! 
creditors  of  the  same  class,  and  (7)  that  at  the  time  ) 
of  the  transfer  the  transferee  had  reasonable  cause  i 
to  believe  that  the  debtor  was  insolvent. 

Based  on  the  pleadings  alone  the  trustee  cannot  j 
recover  on  the  basis  of  a  voidable  preference.  In  order  ' 
for    the  trustee  to  recover  under  Section  60  his  peti- 
tion must  allege  each  of  the  elements  constituting  a 
recoverable  preference,  Barry  v.  Cramer,  1952,  192  I 
F.2d  939;  First  National  Bank  v.  Fox,  1940,  111  F.2d 
810.  The  trustee  has  not  even  pleaded  elements  2,  3 
and  6  as  set  forth  above.  And  even  if  a  cause  of 
action  to  set  aside  the  transfer  as  a  voidable  prefer- 
ence Avere  well  pleaded,  such  a  cause  of  action  has  not 
been  proved. 

The  record  discloses  that  the  Trustee  did  not  even 
olfer  any  proof  on  the  following  essential  elements, 

1.  that  the  transfer  was  to  a  creditor; 

2.  that  the  transfer  was  on  account  of  an  an- 
tecedent debt; 

3.  that  the  effect  of  the  transfer  was  to  enable 
Edward    R.    Bacon    Company    to    obtain    a 
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greater  portion  of  his  debt  than  other  credi- 
tors of  the  same  class,  and 

4.  that  at  the  time  of  the  transfer  the  trans- 
feree had  reasonable  cause  to  believe  that 
the  debtor  was  insolvent. 

I 

Based  alone  on  this  total  failure  to  offer  proof, 
the  decision  below  cannot  be  upheld  on  the  basis  of 
a  voidable  preference  having  been  made  under  Sec- 
tion 60  of  the  Bankruptcy  Act.  Ftirthermore,  the 
record  is  not  sufficient  to  establish  insolvency  on  the 
part  of  Outlet  as  of  the  date  of  the  payment  to 
Bacon. 


CONCLUSION 

No  lien  in  favor  of  Bacon  against  property  of  Out- 
ilet  existed  on  the  date  of  Bankruptcy.  The  lien  was 
i  merged  in  the  payment  of  money  to  Bacon.  Inasmuch 
as  there  was  no  lien  on  the  date  of  bankruptcy,  Sec- 
tion 67  of  the  Bankruptcy  Act  has  no  application  to 
,  the  facts  of  this  case.  Even  if  Section  67  were  ap- 
plicable to  the  facts  of  this  case  the  Trustee  did  not 
prove  that  Outlet  was  insolvent  on  the  date  of  the 
levy  of  the  Writ  of  Attaclmient,  to  wit,  on  October 
20,  1966.  Furthermore,  the  trustee  cannot  predicate 
recovery  herein  under  Section  60  of  the  Bankruptcy 
Act  based  on  the  transfer  of  money  from  Outlet  to 
Bacon  for  the  reason  that  he  has  neither  pleaded 
nor  proved  those  elements  essential  to   establishing 
a  case  for  a  voidable  preference. 


I 
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There  is  simply  no  basis  on  which  the  judgment 
of  the  Court  below  can  be  sustained  and  we  respect- 
fully submit  that  this  Honorable  Court  should  re- 
verse the  decision  below. 

Dated,  Burlingame,  California, 
September  19,  1968. 

Respectfully  submitted, 
Anixter  &  Aronson, 
Arthur  P.  Shapro, 
By  Hentiy  Cohen, 

Attorneys  for  Appellant, 
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No.  23,013 

United  States  Court  of  Appeals 

For  the  Ninth  Circuit 


Edward  R.  Bacon  Company, 

Appellant, 
vs. 

William  B.  Grover,  Trustee  in  Bank- 
ruptcy, 

Appellee. 

APPELLEE'S  BRIEF 


STATEMENT  OF  THE  ISSUES  PRESENTED  FOR  REVIEW 

The  only  issue  in  this  matter  appears  to  be  whether 
or  not  the  provisions  of  Section  67  of  the  Bankruptcy 
Act  can  be  used  to  nullify  a  transfer  made  in  the  en- 
forcement of  an  attachment  lien,  obtained  less  than 
four  months  prior  to  the  filing  of  the  bankruptcy  pe- 
tition, at  a  time  when  the  debtor  was  insolvent. 

The  Findings  of  Fact  do  not  support  any  recovery 
under  Section  60,  the  preference  section,  and  none  is 
attempted,  and  as  to  the  issue  raised  therein  in  Ap- 
pellant's Brief,  the  same  does  not  exist. 


ARGUMENT 

On  the  issue  as  to  whether  or  not  Outlet  Construc- 
tion Co.  was  insolvent  at  the  time  of  the  levy  of  at- 


tachment,  the  evidence  is  clear  that  it  was.  The  testi-t 
mony  of  Lipary  at  page  3  of  the  Transcript,  is  that 
there  was  no  substantial  change  between  the  assets  i 
and  the  liabilities  from  four  months  prior  to  bank-, 
ruptcy  imtil  the  date  of  filing.    Those  schedules  in' 
bankruptcy  listing  assets  and  liabilities  are  in  the  files 
of  the  Court  and  can  be  the  object  of  judicial  notice 
and  they  reveal  insufficiency  of  the  assets  to  pay  the 
liabilities.  Upon  the  basis  of  the  schedules,  Outlet  was 
adjudicated  as  insolvent,  and  a  bankrupt.    In  addi- : 
tion,  Lipary  testified  (Tr.  3)  that  the  assets  were  less 
than  the  liabilities. 

The  accountant.  Carter,  testified  that  the  liabilities 
exceeded  the  assets  at  September  30th  preceding  the 
levy  of  attachment  on  October  20,  1966  (Tr.  19). 

Bacon  attempted  to  establish  by  financial  statement 
showing  an  accounting  net  worth,  that  Outlet  was 
solvent  as  at  September  30th.  The  accountant  testified 
however  that  there  was  in  excess  of  $75,000  of  non- 
salable  assets,  having  no  fair  value,  included  therein 
for  accoimting  purposes,  such  as  prepaid  interest, 
prepaid  rent,  leasehold  improvements  and  the  like 
that  could  not  be  sold  at  any  fair  value,  and  that  the 
result  of  recognizing  this  lack  of  value  indicated  an  i 
excess  of  liabilities  over  assets  (Tr.  25). 

A  pro-foi-ma  balance  sheet,  prepared  for  the  pur- 
poses of  demonstrating  the  position  of  the  Company 
after  a  loan  application  was  introduced  by  Bacon  to 
attempt  to  show  a  net  worth  of  $146,000  (Tr.  33). 
Complete  examination  of  that  statement  reveals  how- 
ever that  beginning   at   September   30th,   when  the 


assets  were  not  as  great  as  the  liabilities,  there  had 
intervened  in  the  period  to  November  30th,  an  addi- 
tional loss  of  $36,000  with  the  investment  of  no 
additional  capital  in  terms  of  assets  paid  into  Outlet 
(Tr.  35.)  There  had  been  recorded  an  inflationary 
prepaid  interest  item,  reflecting  the  obligation  of  the 
partnership  to  pay  one  of  its  partners  for  a  discomit 
he  had  sustained  in  making  assets  available  to  the 
partnership,  which  asset,  of  course,  was  not  salable. 
The  total  of  non-salable  "accounting"  assets  recorded 
on  the  November  30th  statement,  was  prepaid  interest 
$73,000.;  prepaid  rent  $3,500.;  prepaid  insurance 
$5,800;  prepaid  rent  $57,000,  totaUing  $140,000  of 
non-salable  assets  shown  for  accoimting  purposes 
only  (Tr.  38,  39).  When  these  non-salable  accruals 
are  deducted  from  the  net  worth  of  $146,000  shown 
on  the  November  30th  statement,  it  leaves  an  accoimt- 
ing net  worth  of  $6,000.  Included  in  the  figures  to 
produce  this  result  however,  was  $75,500  write-up  in 
the  fixed  assets  by  ''appraisal"  and  $71,400  write-up 
in  the  inventory,  by  "appraisal".  These  appraisal 
write-ups  were  not  salable,  nor  did  they  constitute 
fair  value  of  the  assets  for  the  purpose  of  determining 
solvency,  since  Mr.  Lipary  testified  Avithout  equivoca- 
tion (Tr.  13)  that  cost,  rather  than  the  appraisal, 
^  would  have  been  the  fair  value  to  use  (Tr.  13). 

After  the  appraisal  write-ups  are  removed  from 
the  November  30t,h  statement  the  actual  status  of  the 
Company  in  fair  value  of  its  assets,  compared  to  its 
liabilities  there  is  a  deficit  of  $140,400.  This  evidence 
fully  supports  a  finding  of  insolvency  from  and  after 
September  30th  through  the  date  of  the  levy  on  Octo- 


ber  20th,  and  continuing  up  until  the  filing  of  the 
petition  in  bankruptcy  on  the  following  February  2nd. 

In  this  state  of  facts,  if  the  fund  or  property  at- 
tached had  remained  in  possession  of  the  attaching 
officer  up  to  the  time  of  the  filing  of  the  petition,  there 
would  be  no  question  but  that  the  Trustee  would  be 
entitled  to  prevail.  The  question  thus  is  limited  to 
this:  Does  the  vohmtary  payover  of  the  funds  by  the 
levying  officer  to  the  attaching  creditor,  in  the  absence 
of  judgment  or  judicial  sale,  prevent  the  Trustee  from 
reaching  the  property  levied  upon? 

The  position  of  Bacon  is  that  there  is  no  lien  to  be 
destroyed  and  thus  the  property  cannot  be  reached 
imder  the  terms  of  Section  67  of  the  Bankruptcy  Act. 
The  authority  cited  is  referenced  to  text  material, 
which  material  is  in  turn  supported  by  formal  judg- 
ment and  execution  sale  prior  to  bankruptcy,  and 
ordinarily  involve  the  rights  of  bona  fide  purchasers 
at  such  sale.  They  do  not  involve  a  voluntary  transfer 
of  the  fund  or  property  attached  by  arrangement 
with  the  debtor.  The  cited  cases  also  were  decided 
under  the  prior  wording  of  Section  67(f)  as  dis- 
tinguished from  Section  67(a)  of  the  present  Act. 
The  important  distinction  l^etween  Section  67(f)  in 
the  1898  Act  and  as  amended  in  1934  and  the  present 
Section  67(a),  is  that  the  prior  sections  provided  that 
title  of  a  bona  fide  purchaser  who  acquired  property 
subject  to  an  invalid  attachment  lien  would  not  be 
destroyed.  In  other  words,  someone  buying  the  prop- 
erty that  had  been  subjected  to  this  invalid  levy, 
would  get  good  title  in  any  event.  However,  the  word- 


ing  of  the  present  statute  provides  in  Section  67(a) 

(3): 

*^  .  .  Provided,  however,  That  the  title  of  a  bona 
fide  purchaser  of  such  property  shall  be  valid,  but 
if  such  title  is  acquired  otherwise  than  at  a  ju- 
dicial sale  held  to  enforce  such  lien,  it  shall  be 
valid  only  to  the  extent  of  the  present  consider- 
ation paid  for  such  property." 

Therefore,  for  the  first  time,  the  section  recognized 
that  there  might  be  acquisition  of  title  to  property 
that  had  been  subjected  to  an  invalid  attachment  lien 
by  a  bona  fide  purchaser  at  other  than  a  judicial  sale, 
and  limited  the  title  of  such  purchaser  to  the  actual 
consideration  presently  paid.  The  prior  statutes  would 
have  protected  such  a  purchaser  entirely. 

The  second  addition  to  Section  67(a)  as  it  now 
exists  compared  to  the  old  Section  67(f),  is  that  liens 
sought  and  permitted  in  fraud  of  the  provisions  of 
this  Act  are  likewise  invalidated.  In  other  words, 
if  the  attachment  lien  or  judicial  lien  did  not  techni- 
cally qualify  under  Section  67(a)(1)(a)  as  voidable 
by  the  Trustee  (the  typical  attachment  within  four 
months,  while  insolvent),  it  would  or  could  be  set 
aside  if  there  was  an  element  of  fraud  present  which 
would  permit  a  creditor  to  place  himself  in  a  pre- 
ferred position  at  the  expense  of  the  other  creditors. 

These  two  additions  to  Section  67(a),  compared  to 
the  predecessor  sections,  indicate  the  increasing 
awareness  of  the  Congress  that  judicial  lien  proce- 
dures could  be  used  as  a  way  of  enforcing  preferential 
payment  in  such  manner  as  to  avoid  the  impact  of 


Section  60  of  the  Bankruptcy  Act,  which  is  the  usual 
preference  section.  A  typical  example  of  how  ju- 
dicial lien  procedure  can  be  used  to  avoid  preference 
is  illustrated  in  the  following  set  of  circumstances:  A 
creditor  attaches  and  thus  obtains  an  attachment  lien, 
within  four  months  prior  to  bankruptcy,  followed  by 
a  voluntary  acquiescence  of  the  debtor  in  the  payover 
by  the  levying  officer  of  the  fund  attached,  to  the  at- 
taching creditor.  By  the  use  of  this  device,  a  creditor 
can  contend  that  the  lien  of  the  attachment  was  de- 
stroyed by  the  voluntary  payover,  thus  avoiding  Sec- 
tion 67  and  at  the  same  time  avoiding  the  impact  of 
Section  60  (the  preference  section)  since  there  was 
no  receipt  of  funds  directly  from  the  bankrupt  to  the 
creditor.  This  is  the  thing  that  occurred  in  this  case. 
After  attachment  but  before  bankruptcy,  the  creditor 
obtained  a  voluntary  release  from  the  bankrupt  per- 
mitting the  levying  officer  to  pay  over  the  funds  to 
the  attaching  creditor.  By  dint  of  this  stratagem 
the  creditor  now  contends  that  he  is  free  from  both 
Section  60  and  Section  67.  We  submit  that  it  is  just 
this  type  of  situation  that  the  two  additions  to  Section 
67(a)  above  set  out  were  designed  to  cure. 

In  order  that  the  relative  provisions  of  Section 
67(f)  of  the  original  Bankruptcy  Act,  the  provisions 
of  Section  67(f)  pursuant  to  the  act  of  June  7,  1934, 
and  the  present  provisions  can  be  readily  compared, 
they  are  set  forth  as  Appendices  A,  B,  and  C  hereto. 

The  entire  theory  of  the  bankruptcy  law  is  that 
all  general  unsecured  creditors  will  be  given  equal 
treatment  and  transfers  made  which  v^ould  prefer 


one  creditor  over  another  are  voidable.  Section  60. 
Transfers  made  without  adequate  consideration  which 
would  operate  to  deprive  the  general  creditors  of  com- 
plete pro-rata  distribution  are  made  fraudulent.  Sec- 
tion 67,  Section  70.  The  Congress  realizes  that  persons 
preparing  for  bankruptcy  may  seek  to  take  care  of 
their  friends  by  voluntary  consent  arrangements,  at 
the  expense  of  other  creditors,  and  Congress  has 
accordingly  vitiated  certain  acts  done  or  suffered  to 
be  done  within  four  months  prior  to  the  filing  of  a 
petition.  Section  60  and  Section  67.  The  Congress 
I  also  realizes  that  the  distressed  status  of  the  debtor 
1  ordinarily  becomes  apparent  to  his  creditors  prior  to 
his  actually  filing  a  petition,  and  has  accordingly 
given  general  creditors  a  means  of  protecting  them- 
selves against  the  aggressive  creditor  who  seeks  to 
have  his  claim  paid  in  full,  while  others  must  accept 
less  than  all.  Section  67.  Indeed  the  obtaining  of  an 
attachment  lien  by  a  creditor  on  property  of  the 
debtor  gives  the  other  creditors  of  the  bankrupt  the 
right  to  file  an  involuntary  petition  to  make  sure 
that  the  attaching  creditor  does  not  become  fully 
paid  while  they  do  not.  Section  3. 

I      Thus  it  is  apparent  that  the  entire  theory  of  the 

!  bankruptcy  proceeding  is  that  all  creditors  be  treated 

fairly;  that  the  acts  of  the  bankrupt  to  attempt  to 

prefer  one  creditor  over  another  shall  be  disregarded ; 

that  attempts  by  certain  of  the  creditors  to  gain  ad- 

,  vantage  over  the  others  will  be  set  aside. 

The  Appellant  must  concede  that  except  for  the 
transfer  of  the  fimds  from  the  Sheriff  of  Mendocino 
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County  to  the  attaching  creditor,  that  Section  67(a) 
would  vitiate  its  lien,  and  the  Trustee  would  be  fully 
entitled  to  prevail.  It  contends,  however,  that  this 
transfer  of  funds  to  the  creditor  overturns  the  entire 
Bankruptcy  Act  and  its  provisions  and  allows  Ap^ 
pellant  to  now  have  that  which  it  could  not  have 
obtained  had  the  funds  been  in  the  hands  of  the 
Sheriff.  The  question  then  becomes :  Can  a  creditor  by 
thus  obtaining  funds  through  the  enforcement  of  his 
void  attachment  lien,  defeat  the  purposes  of  the  Act? 

The  Trustee  invites  the  attention  of  the  Court  to 
Section  67(a)(1)(b).  That  section  would  vitiate  any 
liens  sought  or  permitted  in  fraud  of  the  provisions 
of  the  Act,  as  well  as  merely  avoiding  liens  established 
within  four  months  prior  to  bankruptcy,  while  the 
bankrupt  was  insolvent.  The  facts  admittedly  demon- 
strate that  the  Appellant  received  100%  payment  of 
its  claim,  at  a  time  when,  as  the  evidence  indicates, 
the  bankrupt  could  not  pay  the  remainder  of  its 
creditors  in  the  same  ratio.  If  Appellant  Bacon  is 
thus  allowed  to  retain  the  result  of  the  enforcement 
of  the  invalid  lien,  it  \vill  have  destroyed  the  aim  of 
the  Bankruptcy  Act  seeking  to  achieve  equality,  and 
will  have  allowed  Bacon  to  make  valid  an  attachment 
lien  which  is  admittedly  othei'wise  invalid.  The  law 
should  not  be  thus  subverted. 

In  addition  to  the  provisions  of  Section  67(a)(1) 
(a)  and  (b),  the  Congress  has  enacted  subsections 
(2)  and  (3),  permitting  the  Trustee  to  nullify  trans- 
fers of  property  to  sureties  or  third  persons  to  obtain 
the  discharge  or  dissolution  of  an  attachment  lien. 


If  the  lien  is  affected  by  Section  67(a)(1),  then  any 
]  '  property  posted  or  given  or  transferred  to  obtain 
the  dissolution  or  discharge  of  the  attachment  writ 
can  also  be  followed  by  the  Trustee  and  recovered. 
The  only  limitation  on  the  capacity  of  the  Trustee  to 
pursue  the  property  after  the  lien  has  been  discharged 
is  where  the  property  has  found  its  way  into  the 
hands  of  a  bona  fide  purchaser  at  a  judicial  sale,  the 
title  of  the  third  person  is  good  only  to  the  extent  of 
the  present  consideration  paid  for  the  transfer.  If 
the  transfer,  therefore,  of  the  funds  from  the  hands 
of  the  Sheriff,  to  any  creditor  is  permitted  in  order 
to  obtain  a  dissolution  of  the  attachment  lien  without 
judgment  having  been  obtained  against  the  debtor  and 
i  without  execution  levied  or  mthout  execution  sale, 
then  the  title  of  the  recipient  of  the  fund  or  the 
property  would  be  good  imder  Section  67(a)  (3)  only 
to  the  extent  of  the  present  consideration  paid.  Here 
there  was  no  present  consideration  paid.  The  only 
consideration  conceivably  involved  in  the  transfer  of 
funds  from  the  Sheriff  to  Bacon  was  an  antecedent, 
as  distinguished  from  a  present,  debt  or  consideration. 

It  often  happens  that  attachment  liens  are  dis- 
charged by  the  posting  of  security  or  the  transfer  of 
property  for  various  reasons  other  than  the  confession 
of  the  debt  with  the  payment  thereof.  One  of  those 
reasons  is  reflected  in  Section  3  of  the  Bankruptcy 
Act.  If  the  debtor  does  not  discharge  the  attachment 
or  obtain  the  dissolution  within  thirty  days,  the  debtor 
becomes  vulnerable  to  ha^dng  an  involuntarv  -oetifion 
in  bankruptcy  filed  against  him.    Many  times    the 
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debtor  wishes  to  avoid  this  result  and  for  that  reason 
suffers  money  to  be  paid  over  in  order  to  dissolve  an 
attachment.  Clearly  such  a  voluntary  transfer  is  part 
and  parcel  of  the  enforcement  of  the  lien  by  the  credi- 
tor and  should  be  avoided  by  Section  67  of  the  Act, 
and  the  subsections  above  noted. 

If,  as  is  provided  in  Paragraphs  2  and  3  of  Section 
67(a),  the  Trustee  can  recover  property  given  to 
effect  the  discharge  or  dissolution  of  an  attachment 
lien,  except  as  to  bona  fide  purchasers,  why  would 
the  Trustee  not  be  permitted  to  recover  the  same 
property  given  to  the  creditor  to  obtain  dissolution 
of  the  attachment  lien  where  the  transfer  was  volun- 
taiy  and  without  force  of  judgment. 

All  of  the  cases  supporting  the  text  material  cited 
by  Bacon  deal  with  situations  where  the  lien  was 
enforced  through  judicial  sale  and  payover  prior  to 
bankruptcy,  or  situations  where  the  lien  was  invali- 
dated for  failure  to  turn  over  the  fimds  in  this  man- 
ner. This  is  to  be  distinguished  from  a  situation  where 
property  is  voluntarily  transferred  to  effect  a  disso- 
lution of  an  attachment  lien  prior  to  judgment.  The 
latter  situation  more  closely  correlates  to  Section 
67  (a)  (2)  and  (3)  and  would  appear  to  be  covered 
under  Section  67  (a)  (1)  (b)  as  a  lien  sought  and 
permitted  in  fraud  of  the  provisions  of  this  Act. 

The  only  case  treating  a,  situation  where  there  was 
a  transfer  to  the  creditor  to  effect  a  discharge  of  an 
attachment  lien,  as  distinguished  from  a  judicial  sale 
after  judgment  is  Howarfh  v.  Universal  C.I.T.  Credit 
Corporation,  203  Fed.  Supp.  279.  The  Court  states  on 
page  282  as  follows: 
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''Spohn's  bank  account  at  the  People^s  First  Na- 
tional Bank  and  TTust  Company  in  the  sum  of 
$6,734.21  was  gamisheed  and  transferred  to 
U.C.I. T.  pursuant  to  a  widt  of  attachment  exe- 
cution issued  on  a  judgTnent  in  favor  of  U.C.I.T. 
in  the  sum  of  $75,000.00.  The  lien  against  the 
bank  cash  obtained  by  the  attachment  within  four 
months  of  bankruptcy,  and  while  Spohn  was  in- 
solvent, is  null  and  void.  Section  67,  Bankruptcy 
Act." 

This  holding  would  appear  to  support  our  analysis 
of  what  the  result  in  this  case  should  be.  To  allow  a 
creditor  to  enforce  an  attachment  lien  by  accepting  a 
transfer  of  property  or  fimds  volimtarily,  all  witliin 
four  months  prior  to  bankruptcy  and  v^hile  the  debtor 
is  insolvent,  would  be  to  open  an  avenue  to  creditors 
particularly  in  situations  where  the  bankrupt  would 
cooperate,  or  had  a  reason  to  have  the  attachment 
liens  dissolved,  to  avoid  completely  and  nullify  the 
effect  of  Section  67  of  the  BankiTiptcy  Act.  We  sub- 
mit that  the  entire  Section  67  (a),  including  (a)  (1) 
(b)  and  (2)  and  (3)  requires  a  holding  that  this 
stratagem  cannot  be  used  to  defeat  the  purposes  of 
the  Bankruptcy  Act. 

Dated,  Eureka,  California, 
October  22,  1968. 

Respectfully  submitted, 
Feederick  L.  Hilger, 
Attorney  for  Appellee. 

(Appendices  A,  B  and  C  Follow) 
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Appendix  A 

Bankruptcy  Act,  §67 (f)  as  originally  enacted: 
"That  all  levies,  judgments,  attachments,  or  other 
liens,  obtained  through  legal  proceedings  against  a 
person  who  is  insolvent,  at  any  time  within  four 
months  prior  to  the  filing  of  a  petition  in  bankruptcy 
against  him,  shall  he  deemed  null  and  void  in  case 
he  is  adjudged  a  bankrupt,  and  the  propeity  affected 
by  the  levy,  judgment,  attachment,  or  other  lien  shall 
be  deemed  wholly  discharged  and  released  from  the 
same,  and  shall  pass  to  the  trustee  as  a,  part  of  the 
estate  of  the  bankrupt,  unless  the  court  shall,  on  due 
notice,  order  that  the  right  under  such  ley>%  jud.gment, 
attacliment,  or  other  lien  shall  be  preserved  for  the 
benefit  of  the  estate;  and  thereupon  the  same  may 
pass  to  and  shall  be  preserved  by  the  trustee  for  the 
benefit  of  the  estate  as  aforesaid.  And  the  court  may 
order  such  conveyance  as  shall  be  necessary  to  carry 
the  purposes  of  this  section  into  effect:  Provided, 
That  nothing  herein  contained  shall  have  the  effect 
to  destroy  or  impair  the  title  obtained  by  such  levy, 
judgment,  attachment,  or  other  lien,  of  a,  bona  fide 
purchaser  for  value  who  shall  liave  acquired  the  same 
without  notice  or  reasonable  cause  for  inquiry." 


II 

Appendix  B 

An  Act  June  7,  1934,  amended  §67  (f)  to  read  as 
follows : 

"That  all  levies,  judgments,  attachments,  or  other 
liens,  obtained  through  legal  proceedings  against  a 
person  who  is  insolvent,  at  any  time  within  four 
months  prior  to  the  filing  of  a  petition  in  bankruptcy 
against  him,  and  any  bond  which  may  be  given  to 
dissolve  any  such  lien  so  created,  shall  be  deemed  null 
and  void  in  case  he  is  adjudged  a  bankrupt,  and  the 
property  affected  by  the  levy,  judgment,  attachment, 
or  other  lien,  and  any  nonexempt  property  of  his 
which  he  shall  have  deposited  or  pledged  as  security 
for  such  bond  or  to  indemnify  any  surety  thereon, 
shall  be  deemed  wholly  discharged  and  released  from 
the  same,  and  shall  pass  to  the  trustee  as  a  part  of 
the  estate  of  the  bankrupt,  imless  the  court  shall,  on 
due  notice,  order  that  the  right  imder  such  levy,  judg- 
ment, attachment,  or  other  lien  shall  be  presei'^^ed  for 
the  benefit  of  the  estate ;  and  thereupon  the  same  may 
pass  to  and  shall  be  preserved  by  the  trustee  for  the 
l)enefit  of  the  estate  as  aforesaid.  And  the  court  may 
order  such  conveyance  as  shall  be  necessary  to  carry 
the  purposes  of  this  section  into  effect:  Provided, 
That  nothing  herein  contained  shall  have  the  effect  to 
destroy  or  impair  the  title  obtained  by  such  levy, 
judgment,  attachment,  or  other  lien,  of  a  bona  fide 
purchaser  for  value  who  shall  have  acquired  the  same 
without  notice  or  reasonable  cause  for  inquiry." 


Appendix  C 

Bankruptcy  Act,  Section  67  (a)  as  amended,  is  now 
as  follows: 

''Sec.  67.  Liens  and  Fraudulent  Transfers. — a  (1) 
Every  lien  against  the  property  of  a  person  obtained 
by  attachment,  judgment,  levy,  or  other  legal  or  equi- 
taJble  process  or  proceedings  within  four  months 
before  the  filing  of  a  petition  initiating  a.  proceeding 
under  this  Act  by  or  against  such  person  shall  be 
deemed  null  and  void  (a)  if  at  the  time  when  such 
lien  was  obtained  such  person  was  insolvent  or  (b) 
if  such  lien  was  sought  and  permitted  in  fraud  of  the 
provisions  of  this  Act:  Provided,  however,  That  if 
such  person  is  not  finally  adjudged  a  bankrupt  in  any 
proceeding  under  this  Act  and  if  no  arrangement  or 
plan  is  proposed  and  confirmed,  such  lien  shall  be 
deemed  reinstated  wdth  the  same  effect  as  if  it  had 
not  been  nullified  and  voided. 

''(2)  If  any  lien  deemed  null  and  void  under  the 
provisions  of  paragi'aph  (1)  of  this  subdivision  a, 
has  been  dissolved  by  the  furnishing  of  a  bond  or  other 
obligation,  the  surety  on  which  has  been  indenmified 
directly  or  indirectly  by  the  transfer  of  or  the  creation 
of  a  lien  upon  any  of  the  nonexempt  property  of  a 
person  before  the  filing  of  a  petition  initiating  a  pro- 
ceeding under  this  Act  by  or  against  him,  such  indem- 
nifying transfer  or  lien  shall  also  be  deemed  null  and 
void:  Provided,  however,  That  if  such  person  is  not 
finally  adjudged  a  bankrupt  in  any  proceeding  under 
this  Act,  and  if  no  arrangement  or  plan  is  proposed 
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and  confirmed,  such  transfer  or  lien  shall  be  deemed 
reinstated  with  the  same  effect  as  if  it  had  not  been 
nullified  and  voided. 

''(3)  The  property  affected  by  any  lien  deemed 
null  and  void  under  the  provisions  of  paragraphs  (1) 
and  (2)  of  this  subdivision  a  shall  be  discharged 
from  such  lien,  and  such  property  and  any  of  the 
indemnifying  property  transferred  to  or  for  the  bene- 
fit of  a  surety  shall  pass  to  the  trustee  or  debtor,  as 
the  case  may  be,  except  that  the  court  may  on  due 
notice  order  any  such  lien  to  be  preserved  for  the 
benefit  of  the  estate,  and  the  court  may  direct  such 
conveyance  as  may  be  proper  or  adequate  to  evidence 
the  title  thereto  of  the  trustee  or  debtor,  as  the  case 
may  be:  Provided,  Jiowever,  That  the  title  of  a  bona- 
fide  purchaser  of  such  property  shall  be  valid,  but 
if  such  title  is  acquired  otlierwise  than  at  a  judicial 
sale  held  to  enforce  such  lien,  it  shall  be  valid  only  to 
the  extent  of  the  present  consideration  paid  for  such 
property. 

"  (4)  The  court  shall  have  summary  jurisdiction  of 
any  proceeding  by  the  trustee  or  debtor,  as  the  case 
may  be,  to  hear  and  determine  the  rights  of  any  par- 
ties under  this  subdivision  a.  Due  notice  of  any  hear- 
ing in  such  proceeding  shall  be  given  to  all  parties 
in  interest,  including  the  obligee  of  a  releasing  bond 
or  other  like  obligation.  Where  an  order  is  entered  for 
the  recovery  of  indenmifying  property  in  kind  or 
for  the  avoidance  of  an  indemnifying  lien,  the  court, 
upon  application  of  any  pariy  in  interest,  shall  in  the 
same  proceeding  ascertain  the  value  of  such  property 


or  lien,  and  if  such  value  is  less  than  the  amount  for 
which  such  property  is  indemnity  or  than  the  amount 
of  such  lien,  the  transferee  or  lienholder  may  elect  to 
retain  such  property  or  lien  upon  payment  of  its 
value,  as  ascertained  by  the  court,  to  the  trustee 
or  debtor,  as  the  case  may  l>e,  within  such  reasonable 
times  as  the  court  shall  fix. 

''(5)  The  liability  of  a  surety  under  a  releasing 
bond  or  other  like  obligation  shall  be  discharged  to 
the  extent  of  the  value  of  the  indemnifying  property 
recovered  or  the  indemnifying  lien  nullified  and 
voided  by  the  trustee  or  debtor,  or,  where  the  property 
is  retained  pursuant  to  the  provisions  of  paragraph 
(4)  of  this  subdivision  a,  to  the  extent  of  the  amount 
paid  to  the  trustee  or  debtor." 
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COMMODITIES  EXCHANGE  ACT 
Section  2(a)  (7  U.S.C.A.  §  4) 

Liability  of  principal  for  act  of  agent 

For  the  purpose  of  this  chapter  the  act,  omission,  or  failure  of 
any  official,  agent,  or  other  person  acting  for  any  individual,  as- 
sociation, partnership,  corporation,  or  trust  within  the  scope  of 
his  employment  or  office  shall  be  deemed  the  act,  omission,  or  fail- 
ure of  such  individual,  association,  partnership,  corporation,  or 
trust,  as  well  as  of  such  official,  agent,  or  other  person. 

Section4b(7U.S.C.A.  §6b) 

Contracts  designed  to  defraud  or  mislead 

It  shall  be  unlawful  for  any  member  of  a  contract  market,  or  for 
any  correspondent,  agent,  or  employee  of  any  member,  in  or  in  con- 
nection with  any  order  to  make,  or  the  making  of  ( 1 )  any  contract 
of  sale  of  any  commodity  in  interstate  commerce,  or  (2)  any  con- 
tract of  sale  of  any  commodity  for  future  delivery  made,  or  to  be 
made,  on  or  subject  to  the  rules  of  any  contract  market  for  or  on 
behalf  of  any  person  if  such  contract  for  future  delivery  is  or  may 
be  used  for  (a)  hedging  any  transaction  in  interstate  commerce  in 
such  commodity  or  the  products  or  by-products  thereof,  or  (b)  de- 
termining the  price  basis  of  any  transaction  in  interstate  commerce 
in  such  commodity,  or  (c)  delivering  any  such  commodity  sold, 
shipped,  or  received  in  interstate  commerce  for  the  fulfillment 
thereof — 

(A)  to  cheat  or  defraud  or  attempt  to  cheat  or  defraud 
such  person; 

(B)  willfully  to  make  or  cause  to  be  made  to  such  person 
any  false  report  or  statement  thereof,  or  wilfully  to  enter  or 
cause  to  be  entered  for  such  person  any  false  record  thereof; 

(C)  willfully  to  deceive  or  attempt  to  deceive  such  person 
by  any  means  whatsoever  in  regard  to  any  such  order  or 
contract  or  the  disposition  or  execution  of  any  such  order  or 
contract,  or  in  regard  to  any  act  of  agency  performed  with 
respect  to  such  order  or  contract  for  such  person.  .  .  . 
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Section9(7U.S.C.A.  §13) 

Violations  generally;  false  reports;  punishment 

Any  person  who  shall  violate  the  provisions  of  sections  6-6e,  6h, 
or  6i  of  this  title,  or  who  shall  manipulate  or  attempt  to  manipulate 
the  price  of  any  commodity  in  interstate  commerce,  or  for  future 
delivery  on  or  subject  to  the  rules  of  any  board  of  trade  .  .  .  shall 
be  deemed  guilty  of  a  misdemeanor,  and  upon  conviction  thereof 
be  fined  not  more  than  $10,000  or  imprisoned  for  not  more  than: 
one  year;  or  both,  together  with  the  costs  of  prosecution. 

SECURITIES  ACT  OF  1933 
Section  2(15  U.S.C.A.  §  77b) 

Definitions 

When  used  in  this  subchapter,  unless  the  context  otherwise  re- 
quires— 

(1)  The  term  "security"  means  any  note,  stock,  treasury  stock, 
bond,  debenture,  evidence  of  indebtedness,  certificate  of  interest  or 
participation  in  any  profit-sharing  agreement,  collateral-trust  cer- 
tificate, preorganization  certificate  or  subscription,  transferable 
share,  investment  contract,  voting-trust  certificate,  certificate  of  de- 
posit for  a  security,  fractional  undivided  interest  in  oil,  gas,  or 
other  mineral  rights,  or,  in  general,  any  interest  or  instrument  com- 
monly known  as  a  "security",  or  any  certificate  of  interest  or  parti- 
cipation in,  temporary  or  interim  certificate  for,  receipt  for, 
guarantee  of,  or  warrant  or  right  to  subscribe  to  or  purchase,  any 
of  the  foregoing. 

*     *     * 

(3)  The  term  "sale"  or  "sell"  shall  include  every  contract  of 
sale  or  disposition  of  a  security  or  interest  in  a  security,  for  value. 
The  term  "offer  to  sell",  "offer  for  sale",  or  "offer"  shall  include 
every  attempt  or  offer  to  dispose  of,  or  solicitation  of  an  offer  to 
buy,  a  security  or  interest  in  a  security,  for  value. 
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Section  14  (15  U.S.C.A.  §  77n) 

Contrary  stipulations  void 

Any  condition,  stipulation,  or  provision  binding  any  person 
acquiring  any  security  to  waive  compliance  with  any  provision  of 
this  subchapter  or  of  the  rules  and  regulations  of  the  Commission 
shall  be  void. 

c   Section  16(15  U.S.C.A.  §  77p) 

Additional  remedies 

The  rights  and  remedies  provided  by  this  subchapter  shall  be  in 
addition  to  any  and  all  other  rights  and  remedies  that  may  exist  at 
law  or  in  equity. 

llSection  17  (15  U.S.C.A.  §  77q) 

Fraudulent  interstate  transactions 

(a)  It  shall  be  unlawful  for  any  person  in  the  offer  or  sale  of 
any  securities  by  the  use  of  any  means  or  instruments  of  transpor- 
tation or  communication  in  interstate  commerce  or  by  the  use  of 
the  mails,  directly  or  indirectly — 

(1)  to  employ  any  device,  scheme,  or  artifice  to  defraud, 
or 

(2)  to  obtain  money  or  property  by  means  of  any  untrue 
statement  of  a  material  fact  or  any  omission  to  state  a 
material  fact  necessary  in  order  to  make  the  statements  made, 
in  the  light  of  the  circumstances  under  which  they  were  made, 
not  misleading,  or 

(3)  to  engage  in  any  transaction,  practice,  or  course  of 
business  which  operates  or  would  operate  as  a  fraud  or  deceit 
upon  the  purchaser. 

Section  22  (15  U.S.C.A.  §  77v) 

Jurisdiction  of  offenses  and  suits 

(a)  The  district  courts  of  the  United  States,  and  the  United 
States  courts  of  any  Territory,  shall  have  jurisdiction  of  offenses 
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and  violations  under  this  subchapter  and  under  the  rules  and  regu- 
lations promulgated  by  the  Commission  in  respect  thereto,  and, 
concurrent  with  State  and  Territorial  courts,  of  all  suits  in  equity 
and  actions  at  law  brought  to  enforce  any  liability  or  duty  created 
by  this  subchapter. 

SECURITIES  EXCHANGE  ACT  OF  1934 
Section  3(15  U.S.C.A.  §  78c) 

Definitions  and  application — Definitions 

(a)  When  used  in  this  chapter,  unless  the  context  otherwise  re-l 
quires — 

if:  4c  4: 

(10)  The  term  "security"  means  any  note,  stock,  treasury  stock: 
bond,  debenture,  certificate  of  interest  or  participation  in  any 
profit-sharing  agreement  or  in  any  oil,  gas,  or  other  mineral  royalty 
or  lease,  any  collateral-trust  certificate,  preorganization  certificate 
or  subscription,  transferable  share,  investment  contract,  voting- 
trust  certificate,  certificate  of  deposit,  for  a  security,  or  in  general, 
any  instrument  commonly  known  as  a  "security";  or  any  certifi- 
cate of  interest  or  participation  in,  temporary  or  interim  certificate 
for,  receipt  for,  or  warrant  or  right  to  subscribe  to  or  purchase, 
any  of  the  foregoing;  but  shall  not  include  currency  or  any  note, 
draft,  bill  of  exchange,  or  banker's  acceptance  which  has  a  maturity 
at  the  time  of  issuance  of  not  exceeding  nine  months,  exclusive  of 
days  of  grace,  or  any  renewal  thereof  the  maturity  of  which  is  like- 
wise limited. 

4c  Hi  4i 

(13)  The  terms  "buy"  and  "purchase"  each  include  any  con- 
tract to  buy,  purchase,  or  otherwise  acquire. 

(14)  The  terms  "sale"  and  "sell"  each  include  any  contract  to 
sell  or  otherwise  dispose  of. 


T    1 
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Section  10  (15  U.S.C.A.§  78]) 

Manipulative  and  deceptive  devices 

It  shall  be  unlawful  for  any  person,  directly  or  indirectly,  by  the 
use  of  any  means  or  instrumentality  of  interstate  commerce  or  of 
the  mails,  or  of  any  facility  of  any  national  securities  exchange — 

(a)  To  effect  a  short  sale,  or  to  use  or  employ  any  stop-loss 
order  in  connection  with  the  purchase  or  sale,  of  any  security  regis- 
tered on  a  national  securities  exchange,  in  contravention  of  such 
rules  and  regulations  as  the  Commission  may  prescribe  as  necessary 
or  appropriate  in  the  public  interest  or  for  the  protection  of  in- 
vestors. 

(b)  To  use  or  employ,  in  connection  with  the  purchase  or  sale 
of  any  security  registered  on  a  national  securities  exchange  or  any 
security  not  so  registered,  any  manipulative  or  deceptive  device  or 
contrivance  in  contravention  of  such  rules  and  regulations  as  the 
Commission  may  prescribe  as  necessary  or  appropriate  in  the  public 
interest  or  for  the  protection  of  investors. 

Section  20  (15  U.S.C.A.  §  78t) 

Liabilities  of  controlling  persons 

(a)  Every  person  who,  directly  or  indirectly,  controls  any  per- 
son liable  under  any  provision  of  this  chapter  or  of  any  rule  or 
regulation  thereunder  shall  also  be  liable  jointly  and  severally 
with  and  to  the  same  extent  as  such  controlled  person  to  any  person 
to  whom  such  controlled  person  is  liable,  unless  the  controlling 
person  acted  in  good  faith  and  did  not  directly  or  indirectly  induce 
the  act  or  acts  constituting  the  violation  or  cause  of  action. 

(b)  It  shall  be  unlawful  for  any  person,  directly  or  indirectly,  to 
do  any  act  or  thing  which  it  would  be  unlawful  for  such  person  to 
do  under  the  provisions  of  this  chapter  or  any  rule  or  regulation 
thereunder  through  or  by  means  of  any  other  person. 
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Section  27  (15  U.S.C.A.  §  78aa) 

Jurisdiaion  of  offenses  and  suits 

The  district  courts  of  the  United  States,  and  the  United  States, 
courts  of  any  Territory  or  other  place  subject  to  the  jurisdiction  of 
the  United  States  shall  have  exclusive  jurisdiction  of  violations  of 
this  chapter  or  the  rules  and  regulations  thereunder,  and  of  all  suits 
in  equity  and  actions  at  law  brought  to  enforce  any  liability  or  duty 
created  by  this  chapter  or  the  rules  and  regulations  thereunder. 
Any  criminal  proceeding  may  be  brought  in  the  district  wherein 
any  act  or  transaction  constituting  the  violation  occurred.  Any  suit 
or  action  to  enforce  any  liability  or  duty  created  by  this  chapter 
or  rules  and  regulations  thereunder,  or  to  enjoin  any  violation  of 
such  chapter  or  rules  and  regulations,  may  be  brought  in  any  such 
district  or  in  the  district  wherein  the  defendant  is  found  or  is  an 
inhabitant  or  transacts  business,  and  process  in  such  cases  may 
be  served  in  any  other  district  of  which  the  defendant  is  an  in- 
habitant or  wherever  the  defendant  may  be  found.  Judgments  and 
decrees  so  rendered  shall  be  subject  to  review  as  provided  in  sec- 
tions 225  and  347  of  Title  28. 

RULES  OF  FAIR  PRACTICE  OF  THE  NATIONAL  ASSOCIATION 
OF  SECURITIES  DEALERS.  INC.  AS  EXCERPTED  FROM  THE 
NASD  MANUAL 

Article  III 
Business  Conduct  of  Members 

Sec.  1. 

A  member,  in  the  conduct  of  his  business,  shall  observe  high 
standards  of  commercial  honor  and  just  and  equitable  principles 
of  trade. 

Recommendations  to  Customers 

Sec.  2. 

In  recommending  to  a  customer  the  purchase,  sale  or  exchange 
of  any  security,  a  member  shall  have  reasonable  grounds  for  be- 
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lieving  that  the  recommendation  is  suitable  for  such  customer  upon 
ithe  basis  of  the  facts,  if  any,  disclosed  by  such  customer  as  to  his 
Other  security  holdings  and  as  to  his  financial  situation  and  needs. 

*  *  * 

Discretionary  Accounts 

Sec.  15. 

Excessive  transactions 

(a)  No  member  shall  effect  with  or  for  any  customer's  account 
in  respect  to  which  such  member  or  his  agent  or  employee  is  vested 
with  any  discretionary  power  any  transactions  of  purchase  or  sale 
which  are  excessive  in  size  or  frequency  in  view  of  the  financial 
resources  and  character  of  such  account. 

Authorization  and  acceptance  of  account 

(b)  No  member  or  registered  representative  shall  exercise  any 
discretionary  power  in  a  customer's  account  unless  such  customer 
has  given  prior  written  authorization  to  a  stated  individual  or  in- 
dividuals and  the  account  has  been  accepted  by  the  member,  as 
evidenced  in  writing  by  the  member  or  the  partner,  oflicer  or  man- 
ager, duly  designated  by  the  member,  in  accordance  with  Section 
27  of  these  rules. 

Approval  and  review  of  transactions 

(c)  The  member  or  the  person  duly  designated  shall  approve 
promptly  in  writing  each  discretionary  order  entered  and  shall 
review  all  discretionary  accounts  at  frequent  intervals  in  order 
to  detect  and  prevent  transactions  which  are  excessive  in  size  or 
frequency  in  view  of  the  financial  resources  and  character  of  the 

account. 

*  *  * 

Use  of  Fraudulent  Devices 

Sec.  18. 

No  member  shall  effect  any  transaction  in,  or  induce  the  pur- 
chase or  sale  of,  any  security  by  means  of  any  manipulative,  decep- 
tive or  other  fraudulent  device  or  contrivance. 

*  *  * 
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Supervision 

Sec.  27. 

Written  procedures 

(a)  Each  member  shall  establish,  maintain  and  enforce  written 
procedures  which  will  enable  it  to  supervise  properly  the  activities 
of  each  registered  representative  and  associated  person  to  assure 
compliance  with  applicable  securities  laws,  rules,  regulations  and 
statements  of  policy  promulgated  thereunder  and  with  the  rules 
of  this  Association. 

Responsibility  of  member 

(b)  Final  responsibility  for  proper  supervision  shall  rest  with 
the  member.  The  member  shall  designate  a  partner,  officer  or 
manager  in  each  office  of  supervisory  jurisdiction,  including  the 
main  office,  to  carry  out  the  written  supervisory  procedures.  A  copy 
of  such  procedures  shall  be  kept  in  each  such  office. 

Written  approval 

(c)  Each  member  shall  be  responsible  for  keeping  and  pre- 
serving appropriate  records  for  carrying  out  the  member's  super- 
visory procedures.  Each  member  shall  review  and  endorse  in 
writing,  on  an  internal  record,  all  transactions  and  all  correspond- 
ence of  its  registered  representatives  pertaining  to  the  solicitation 
or  execution  of  any  securities  transaction. 

.  .  .  Policy  of  the  Board  of  Governors 
Fair  Dealing  With  Customers 

Implicit  in  all  member  and  registered  representative  relation- 
ships with  customers  and  others  is  the  fundamental  responsibility 
for  fair  dealing.  Sales  efforts  must  therefore  be  undertaken  only  on 
a  basis  that  can  be  judged  as  being  within  the  ethical  standards  of 
the  Association's  rules,  with  particular  emphasis  on  tlie  require- 
ment to  deal  fairly  with  the  public. 
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This  does  not  mean  that  legitimate  sales  efforts  in  the  securities 
business  are  to  be  discouraged  by  requirements  which  do  not  take 
into  account  the  variety  of  circumstances  which  can  enter  into  the 
member-customer  relationship.  It  does  mean,  however,  that  sales 
efforts  must  be  judged  on  the  basis  of  whether  they  can  be  reason- 
ably said  to  represent  fair  treatment  for  the  persons  to  whom  the 
sales  efforts  are  directed,  rather  than  on  the  argument  that  they 
result  in  profits  to  customers. 

District  Business  Conduct  Committees  and  the  Board  of  Gov- 
ernors have  interpreted  the  Rules  of  Fair  Practice,  taken  disciplin- 
ary action  and  imposed  penalties  in  many  situations  where  mem- 
bers' sales  efforts  have  exceeded  the  reasonable  grounds  of  fair 
dealing. 

Some  practices  that  have  resulted  in  disciplinary  action  and  that 
clearly  violate  this  responsibility  for  fair  dealing  are  set  forth 
below,  as  a  guide  to  members: 

Recommending  Speculative  Low-priced  Securities 

1.  Recommending  speculative  low-priced  securities  to  cus- 
tomers without  knowledge  of  or  attempt  to  obtain  infor- 
mation concernino-  the  customers'  other  securities  hold- 

o 

ings,  their  financial  situation  and  other  necessary  data. 
The  principle  here  is  that  this  practice,  by  its  very  nature, 
involves  a  high  probability  that  the  recommendation  will 
not  be  suitable  for  at  least  some  of  the  persons  solicited. 
This  has  particular  application  to  high  pressure  telephonic 
sales  campaigns. 

Excessive  Trading  Activity 

2.  Excessive  activity  in  a  customer's  account,  often  referred 
to  as  "churning"  or  "overtrading."  There  are  no  specific 
standards  to  measure  excessiveness  of  activity  in  customer 
accounts  because  this  must  be  related  to  the  objectives 
and  financial  situation  of  the  customer  involved. 

*  *  * 
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Fraudulent  Activity 

4.  Numerous  instances  of  fraudulent  conduct  have  been 
acted  upon  by  the  Association  and  have  resulted  in 
penalties  against  members.  Among  some  of  these  activi- 
ties are: 


Discretionary  Accounts 

(b)  Transactions  in  discretionary  accounts  in  excess  of  or 
without  actual  authority  from  customers. 

Unauthorized  Transactions 

(c)  Causing  the  execution  of  transactions  which  are  un- 
authorized by  customers  or  the  sending  of  confirmations 
in  order  to  cause  customers  to  accept  transactions  not 
actually  agreed  upon. 

Misuse  of  Customers'  Funds  or  Securities 

(d)  Unauthorized  use  or  borrowing  of  customers'  funds  or 
securities. 

Private  Transactions 

(e)  Transactions  by  registered  representatives  which  are 
concealed  from  their  employers  or  securities  transactions 
outside  registered  representatives'  regular  employment, 
even  if  disclosed  to  their  employers,  if  such  transactions 
are  in  violation  of  Federal  or  State  law. 

In  addition,  other  fraudulent  activities,  such  as  forgery,  non-dis- 
closure or  misstatement  of  material  facts,  manipulations  and  vari- 
ous deceptions,  have  been  found  in  violation  of  Association  rules. 
These  same  activities  are  also  subject  to  the  civil  and  criminal 
laws  and  sanctions  of  Federal  and  State  Governments. 

While  most  members  are  fully  aware  of  the  fairness  required  in 
dealing  with  customers,  it  is  anticipated  that  these  enumerated 
practices,  which  are  not  all  inclusive,  will  be  of  future  assistance  in 
the  training  and  education  of  new  personnel. 
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The  Securities  and  Exchange  Commission  has  also  recognized 
that  brokers  and  dealers  have  an  obhgation  of  fair  deahng  in  ac- 
tions under  the  general  anti-fraud  provisions  of  the  Federal  securi- 
ties laws.  The  Commission  bases  this  obligation  on  the  principle 
that  when  a  securities  dealer  opens  his  business  he  is,  in  effect, 
representing  that  he  will  deal  fairly  with  the  public.  Certain  of 
the  Commission's  cases  on  fair  dealing  involve  practices  not 
covered  in  the  foregoing  illustrations.  Usually,  any  breach  of  the 
obligation  of  fair  dealing  as  determined  by  the  Commission  under 
the  anti-fraud  provisions  of  the  securities  laws  could  be  considered 
a  violation  of  the  Association's  Rules  of  Fair  Practice. 

NEW  YORK  STOCK  EXCHANGE  RULES  AS  EXCERPTED  FROM 
THE  CCH  NYSE  GUrDE,  VOLUME  2,   (1962) 

Conduct  of  Accounts 

(Rules  and  Policies  Administered  by  the 
Department  of  Member  Firms.) 
^  5  2401 — Business  Conduct 

Rule  401.  Every  member,  allied  member  and  member  organiza- 
tion shall  at  all  times  adhere  to  the  principles  of  good 
business  practice  in  the  conduct  of  his  or  its  business 
affairs.   (Page  3695) 

^  2405 — Diligence  as  to  Accounts 

Rule  405.  Every  member  organization  is  required  through  a  gen- 
eral partner  or  an  officer  who  is  a  holder  of  voting 
stock  to 

(l)  Use  due  diligence  to  learn  the  essential  facts  relative  to 
every  customer,  every  order,  every  cash  or  margin  account  accepted 
or  carried  by  such  organization  and  every  person  holding  power 
of  attorney  over  any  account  accepted  or  carried  by  such  organ- 
ization. 
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Supervision  of  Accounts 

(2)  Supervise   diligently   all   accounts   handled  by  registered! 
representatives  of  the  organization. 

Approval  of  Accounts 

(3)  Specifically  approve  the  opening  of  an  account  prior  to  or 
promptly  after  the  completion  of  any  transaction  for  the  accocunt 
of  or  with  a  customer,  provided,  however,  that  in  the  case  of 
branch  offices,  the  opening  of  an  account  for  a  customer  may  be 
approved  by  the  manager  of  such  branch  office  but  the  action  of 
such  branch  office  manager  shall  within  a  reasonable  time  be 
approved  by  a  general  partner  or  an  officer  who  is  a  holder  of 
voting  stock  in  the  organization.  The  member,  general  partner 
or  officer  approving  the  opening  of  the  account  shall,  prior  to 
giving  his  approval,  be  personally  informed  as  to  the  essential 
facts  relative  to  the  customer  and  to  the  nature  of  the  proposed 
account  and  shall  indicate  his  approval  in  writing  on  a  document 
which  is  a  part  of  the  permanent  records  of  his  office  or  organi- 
zation. (Page  3700) 

Miscellaneous  Rules  and  Provisions 

(Rules  and  Policies  Administered  by  the 
Department  of  Member  Firms.) 

5  2435 — Miscellaneous  Prohibitions 

Rule  435.     No  member,  member  organization,  partner  or  stock- 
holder therein  shall: 

Excessive  trading  by  members 

(1)  Effect  on  the  Exchange  purchases  or  sales  for  any  account 
in  which  he  or  it  is  directly  or  indirectly  interested,  which  pur- 
chases or  sales  are  excessive  in  view  of  his  or  its  financial  resources 
or  in  view  of  the  market  for  such  security. 
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Excessive  trading  in  discretionary  accounts 

(2)  Execute  or  cause  to  be  executed  on  the  Exchange  purchases 
or  sales  of  any  stock  for  any  account  with  respect  to  which  he  or 
it  or  another  partner  or  stockholder  therein  is  vested  with  any 
discretionary  power,  which  purchases  or  sales  are  excessive  in 
Isize  or  frequency  in  view  of  the  financial  resources  in  such  account. 
'(Page  3775) 
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Nos.  22,971  and  23,017 

IN  THE 

United  States  Court  of  Appeals 

For  the  Ninth  Circuit 


Bertha  Hecht, 

Plamtijf,  Appellee  and 
Appellant, 

vs. 

Harris,  Upham  &  Co.,  a  partnership, 
Harris,  Upham  &  Co.,  Inc.,  a  corporation. 
Defendants,  Appellants  and 
Appellees. 


BRIEF  ON  APPEAL  OF  DEFENDANTS 
HARRIS,  UPHAM  &  CO.,  ET  ANO  —  No.  22,971 


THE  ISSUES 

1.  Do  the  federal  courts,  absent  diversity  of  citi- 
zenship, have  jurisdiction  in  an  action  for  "breach 
of  fiduciary  obligations"  1  Should  the  complaint,  as 
detailed  by  the  plaintiff's  pretrial  statement,  have 
been  dismissed  at  pretrial? 

2.  Is  Rule  lOb-5^  promulgated  under  the  Secu- 
rities Exchange  Act,  or  any  other  federal  law,  in- 
voked by  an  allegation  with  regard  to  the  trading  of 


iPlease  note  our  addendum  infra  setting  forth  relevant  statutes 
and  rules. 


commodities  by  an  elderly  lady ;  and  having  regard  for 
the  other  allegations  of  the  complaint,  was  the  Dis- 
trict Court  privileged  to  consider  this  claim  or  the 
theory  of  pendant  jurisdiction  I 

3.  The  court  below  found  that  plaintiff  knew  and 
understood  at  the  time  they  occurred  all  the  activities 
about  which  she  now  complains,  that  she  permitted 
them  to  continue  for  eight  years  and  that  she  led 
Harris,  Upham  &  Co.  (hereinafter  referred  to  as 
Harris  Upham)  to  rely  on  her  apparent  satisfaction. 
Plaintiff  claims  she  was  dissatisfied,  distrusted  her 
registered  representative,  and  knew  that  all  her  in- 
structions were  being  violated  and  her  interests  ig- 
nored from  the  very  first.  Do  these  findings  require 
judgment  as  matter  of  law  that  (1)  the  Security 
Acts  were  not  violated,  and  (2)  that  plaintiff  is  now 
barred  from  seeking  relief  because  of  laches,  waiver 
and  estoppel  and  the  Statute  of  Limitations? 

4.  Absent  a  finding  that  plaintiff  was  misled,  is 
"excessive  trading"  of  securities  over  national  ex- 
changes a  violation  of  Rule  lOb-5  of  the  Securities 
and  Exchange  Commission  promulgated  pursuant  to 
Section  10(b)  of  the  Securities  Exchange  Act?  Are 
the  court's  findings  sufficient  in  law  to  establish  a 
cause  of  action  imder  Rule  lOb-5,  and  are  they  sup- 
ported by  evidence? 

5.  Is  Harris  Upham  liable  for  "bad  faith"  and 
"participation"  under  Section  20(a)  of  the  Securities 
Exchange  Act  because  its  resident  partner  failed  per- 
sonally to  meet  and  know  the  plaintiff? 


6.  Are  the  damages  awarded  in  excess  of  those 
permitted  mider  Section  28(a)  of  the  Securities  Ex- 
change Act?  Are  the  court's  awards  of  damages  sup- 
ported by  auy  evidence?  Is  there  any  evidence  that 
violation  of  the  Security  Acts,  if  any,  was  the  proxi- 
mate cause  of  her  damage  or  any  part  thereof?  Is 
not  plaintiff  barred  from  recovering  the  damages 
awarded  in  whole  or  part  by  her  laches,  waiver  and 
estoppel,  and  the  Statute  of  Limitations.^ 

7.  As  to  two  transactions  herein  referred  to  as 
"Itek"  and  "Colonial"  in  which  plaintiff  and  her 
registered  representative  privately  engaged: 

a)  Was  the  court  privileged  to  find  liability 
against  Harris  Upham  in  its  first  memorandum  of 
decision,  after  excluding  such  proof  against  it  dur- 
ing the  trial,  without  first  giving  Harris  Upham  an 
opportunity  to  cross-examine,  and  offering  evidence 
with  respect  thereto  ?  Was  the  court  barred  by  its  pre- 
judgment from  later  entering  a  judgment  with  re- 
spect to  these  transactions? 

h)  Does  the  Statute  of  Limitations  bar  relief  with 
respect  to  transactions  (Itek  and  Colonial)  not 
pleaded  and  with  respect  to  which  proof  was  first 
offered  more  than  three  years  after  plaintiff  by  her 
own  admission  (Par.  17,  complaint)  was  fully  aware 
of  all  the  facts? 

c)  Does  the  Colonial  transaction,  as  found  by  the 
court,  constitute  a  violation  of  Rule  lOb-5  ? 

d)  Is  Harris  Upham  liable  for  unauthorized  pri- 
vate dealings  between  plaintiff  and  its  registered  rep- 


resentative  in  which  Harris  Upham  did  not  partici- 
pate or  profit  and  of  which  Harris  Upham  had  no 
knowledge,  especially  in  view  of  the  fact  that  the 
registered  representative  was  barred  from  conducting 
such  private  dealings  under  the  rules  of  the  New 
York  Stock  Exchange  to  which  he  subscribed? 

Judgment  was  entered  against  Harris,  Upham  & 
Co.  Inc.,  a  corporation  not  in  existence  at  any  time 
here  in  issue.  No  evidence  of  its  assumption  of  lia- 
bility was  tendered.  This  is  not  a  disputable  issue. 
The  judgment  against  it  should  be  reversed. 


STATEMENT  OF  THE  CASE 
The  Parties 

The  parties  to  the  action  in  the  court  below  were 
plaintiff  Bertha  Hecht;  Asa  V.  Wilder;  Harris,  Up- 
ham &  Co.,  a  partnership,  some  of  its  partners,  and 
Harris,  Upham  &  Co.  Inc.  Judgment  was  entered 
against  AVilder,  the  partnership  and  the  corporation. 

Wilder  has  not  appealed.  Appellants  (called  defend- 
ant herein)  are  the  partnership  and  the  corporation. 
Bertha  Hecht  was  a  customer  of  Asa  V.  Wilder,  be- 
ginning with  1955,  while  he  was  associated  with  the 
brokerage  firm  of  Hooker  &  Fay.  Asa  V.  Wilder  be^  | 
came  a  registered  representative  of  Harris,  Upham 
&  Co.  on  May  1,  1957,  and  brought  with  him  Mrs. 
Hecht ^s  account.  Harris,  Upham  &  Co.  was  a  partner- 
ship engaged  in  the  brokerage  business.  It  did  not 
hold  itself  out  as  an  investment  adviser,  and  did  not 


sell  or  purchase  securities  for  its  own  account  (R. 
590-94,  623-29,  709,  710)  f  it  acted  exclusively  as  an 
agent  for  its  customers  in  purchasing  and  selling 
securities. 

The  Pleadings 

The  complaint  does  not  allege  that  at  any  time 
between  May  1,  1957  and  March  1964  (when  Mrs. 
Hecht  withdrew  her  account)  Harris  Upham  or  any- 
body else  acting  on  its  behalf  withheld  or  misrepre- 
sented fact,  or  misled  plaintiff  to  her  damage,  that  she 
was  ''defrauded"  in  any  sense  that  the  word  ''fraud" 
might  conceivably  be  interpreted  under  the  Security 
Acts  (T.  1,  et  seq.).  The  action  and  the  relief  sought 
are  for  breach  of  trust  which  came  into  being  between 
plaintiff  and  Wilder  two  years  before  Mrs.  Hecht  and 
Wilder  came  to  Harris  Upham,  not  for  violation  of 
the  Security  Laws.  The  caption  of  the  complaint  states 
it  is  both.  "Excessive  trading"  of  securities  is  alleged 
as  a  breach  of  trust,  not  as  an  act  which  misled  plain- 
tiff. No  damages  are  claimed  to  have  been  suffered 
(the  accoimt  was  profitable)  ;  commissions  paid  are 
demanded  as  if  they  were  trustee  fees.  They  are 
duplicative  of  the  far  greater  damages  sought  for 
breach  of  trust,  to  wit,  that  plaintiff  be  put  in 
status  quo,  as  if  she  had  not  knowdngly  engaged  for  a 
period  of  seven  years  in  trading  securities  and  com- 
modities through  Harris  Upham. 


2"T."  refers  to  the  Clerk's  transcript;  "R."  tO'  the  stenographic 
record  of  the  reporters  in  the  court  below. 


Defendant's  answer,  in  addition  to  a  general  denial, 
raises  the  issues  of  waiver,  ratification^,  estoppel, 
laches  and  Statute  of  Limitations. 

Plaintiff  rewrote  her  pretrial  statement  on  numer- 
ous occasions.  She  maintained  her  posture  of  bringing 
an  action  for  a  breach  of  the  trust  with  Wilder  rather 
than  for  fraud,  misrepresentation,  or  a  plaintiff  mis- 
led to  her  damage  at  any  time  by  Harris  Upham  or 
its  "controlled  persons".  The  relief  sought  remained 
the  same.  In  its  final  form  the  pretrial  statement 
alleged  plaintiff's  combined  trading  of  securities  and 
commodities  was  "excessive"  (T.  241)  but  not  "exces- 
sive" by  any  standard  provided  by  statute  or  regula- 
tion. It  did  not  claim  her  security  trading  alone  was 
"excessive"  by  any  standard. 

Plaintiff's  pretrial  statement  absolved  Harris  Up- 
ham of  any  knowledge  of  the  private  arrangements 
between  plaintiff  and  Wilder  (T.  68  and  69)  and 
stated  her  account  was  not  discretionary  (T.  69).* 
Harris  Upham  was  not  charged  with  the  knowledge 
of  plaintiff's  entrustment  of  her  assets  to  Wilder  in 
1955,  two  years  before  Wilder's  association  with  it, 
nor  with  the  "conspiracy"  by  Wilder  presumably 
formed  in  1955  to  deprive  plaintiff  of  her  assets  (T. 
244).  No  fact  was  stated  from  which  it  could  be  in- 
ferred that  Harris  Upham  acted  in  "bad  faith"  or 
"participated"  in  Wilder's  "breach  of  fiduciary  duty." 


^By  amendment  at  pretrial. 

^This  pretrial  statement,  one  of  many,  is  incorporated  by  refer- 
ence in  later  pretrial  statements  (T.  245,  365). 


Pretrial  Proceedings 

Defendant  moved  at  the  first  pretrial  conference 
to  dismiss  the  complaint  for  lack  of  jurisdiction.  The 
court  refused  to  consider  the  motion  at  that  time^ 
or  at  the  numerous  conferences  thereafter.  Defend- 
ant's pretrial  statements  repeated  and  briefed  the 
absence  of  jurisdiction  and  the  limits  of  pendant 
jurisdiction,  and  requested  the  court  so  to  limit  the 
trial,  if  jurisdiction  were  retained,  especially  since  a 
jury  trial  was  then  contemplated  (T.  219,  et  seq.,  1167, 
et  seq.).  The  pretrial  order  of  the  court  specifically 
recites  that  the  court  refused  to  consider  these  issues 
(T.  363).  The  motion  to  dismiss  was  renewed  at  the 
opening  of  the  trial,  after  plaintiff  testified,  and  upon 
the  conclusion  of  plaintiff's  case.  The  court  reserved 
decision. 

Objections  to  the  court's  consideration  of  commodi- 
ties on  the  ground  of  lack  of  jurisdiction  was  also 
made  during  the  trial  (R.  1118-21). 

The  Court's  Memoranda  of  Decision 

The  court  filed  two  memoranda  of  decision.  In  the 
first  it  granted  judgment  against  defendant  for  all 
commissions  paid  by  plaintiff  to  Harris  Upham  for 
securities  and  commodities  transactions  and  for  inter- 
est paid  by  her  on  her  ^'margin"  account,  on  the 
ground  that  these  accoimts  were  ''churned"  (T.  906, 
et  seq.).  It  also  gi^anted  judgment  for  moneys  received 


^Coimsel  for  the  plaintiif  was  invited  by  the  court  to  recite  the 
complaint  allegations  which  would  invoke  federal  jurisdiction. 
Apparently  satisfied  there  were  none,  the  court  pronounced  "a 
plague  on  both  vour  houses."  (Transcript  of  hearing,  Feb.  2,  1967, 
pp.  30-56). 


by  Wilder  in  private  dealings  between  him  and  Mrs. 
Hecht  in  transactions  hereinabove  referred  to  as  the 
''Itek"  and  ''Colonial"  transactions.  It  acknowledged 
evidence  of  these  transactions  was  not  admitted 
against  Harris  ITpham  during  the  trial,*^  and  invited 
a  tender  of  proof  (T.  950). 

Defendant  moved  to  set  aside  that  portion  of  the 
decision  which  related  to  Itek  and  Colonial,  on  the 
grounds  that  (1)  they  were  not  alleged  in  the  com- 
plaint or  in  the  pretrial  statement ;  (2)  they  were  first 
put  in  issue  after  they  were  barred  by  the  three-year 
Statute  of  Limitations  (R.  4745-4749)  ;  the  complaint 
confessed  to  full  knowledge  of  all  facts  in  March 
1964  (para.  17)  ;  (3)  the  evidence  had  not  been  ad- 
mitted against  Harris  Upham,  and  it  had  no  oppor- 
tunity to  cross-examine  or  to  offer  evidence;  (4)  the 
private  transactions  between  Mrs.  Hecht  and  Mr.  Wil- 
der were  without  authority  of  Harris  Upham;  (5)  no 
pretrial  proceedings  had  been  had  and  witnesses  were 
no  longer  available.  Defendant  also  moved  to  set  side 
the  decision  of  the  court  on  the  ground  that  it  was 
based  on  the  character  of  the  relationship  between 
plaintiff  and  Wilder  and  plaintiff'^s  business  under- 
standing, which  in  large  part  had  been  determined 
by  these  facts  not  admitted  against  Harris  Upham 
(R.  4734-4736;  4745  et  seq.). 

At  the  same  hearing  an  agreement  signed  by  Wilder 
pursuant  to  Stock  Exchange  Regulation  was  offered 
and  admitted  in  evidence  (R.  4737-4739;  Ex.  A).  It 


6K.  3459,  3460,  3468,  3482,  3502,  3509,  3512,  3513,  3526,  3586, 
3591. 
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provides  that  a  ''registered  representative'^  may  not 
engage  in  private  transactions  with  a  customer  or  ac- 
cept gifts. 

Plaintiff  moved  at  the  same  time  to  increase  dam- 
ages. 

The  court  filed  an  amended  memorandum  of  deci- 
sion. It  did  not  advert  to  defendant's  motions.  It 
granted  further  damages  to  the  plaintiff  foi'  the  fol- 
lov^ing  (T.  994,  et  seq.)  : 

(a)  Net  losses  suffered  by  the  plaintiff  in  her 
commodities  accoimt  over  seven  years  in  the 
amount  of  $78,000; 

(b)  $65,000  which  might  have  been  earned  by 
the  plaintiff  if  she  had  not  transferred  $245,000 
from  her  securities  account  to  her  commodities 
account  over  a  period  of  seven  years.  The  average 
amount  maintained  by  Mrs.  Hecht  in  her  com- 
modities account  was  assumed  by  the  court  in 
another  finding  to  be  $35,000  (T.  1040)^; 

(c)  Interest  on  its  original  judgment  for  com- 
missions, and  interest  charges  on  the  margin  ac- 
count paid  to  Harris  Upham. 


THE  FACTS 

The  Plaintiff 

Although  the  court  below  predicated  its  decision 
on  the  "comprehension"  of  the  plaintiff,  it  does  not 
appear  to  have  relied  on  her  testimony,  but  rather 


■^"The  commodities  account,  assuming  an  average  investment  of 
$35,000."  Some  moneys  were  also  transferred  back  (Exh.  324). 
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on  'inference"  misiippoi-tod  by  fact.  It  was  seriously 
handicapped  in  finding  fact  by  plaintiff's  extraordi- 
nary prevarication.  Its  opinion  adverts  to  her  ''oc- 
casional evasions  and  exaggerations  and  her  casual 
bragging  to  others  of  her  market  knowledge  and  suc- 
cess" (T.  1034),  but  that  does  not  fairly  reflect  the 
record. 

Two  doctors  appeared  to  testify  on  her  behalf.  One 
had  treated  her  for  toxic  poisoning  in  1955  (R.  769- 
70).  The  other  was  her  doctor  from  1959  to  the  time 
he  testified;  he  saw  her  frequently.  Both  of  them  tes- 
tified Mrs.  Hecht  does  not  tell  the  truth  and  her  mem- 
ory suits  her  convenience  (R.  321,  345,  346,  376,  759, 
760,  776).  She  readily  blames  others  for  her  difficul- 
ties, claiming  they  ''forced"  her  (R.  777-779). 

Her  testimony  confirms  the  opinions  of  her  doctors. 
She  spoke  to  her  broker  every  morning  and  sometimes 
more  often,  but  insisted  that  the  only  matters  dis- 
cussed were  the  weather  and  the  inadequate  train 
service  between  San  Mateo  and  San  Francisco  (R. 
2486).  A  former  school  teacher  who  had  taught  the 
Roman  niuneral  system  and  reads  extensively,  plain- 
tiff did  not  know  what  the  letter  "M"  stood  for,  even 
in  statements  which  she  had  prepared  (R.  2508,  2918, 
3015).  Nor  did  she  consistently  know  what  the  words 
"due",  "bale",  "buy",  "sell"  or  "diversify"  meant 
(R.  2420,  2663-64,  2683,  2918,  2967).  She  outlined 
very  clearly  the  nature  of  convertible  debentures  (R. 
2856)  ;  then  imder  the  guidance  of  her  counsel  ex- 
plained that  "convertibles"  related  to  automobiles  (R. 
2909-10).  She  claimed  that  her  eyes  were  too  poor  to 
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read  market  quotations,  but  admitted  following-  the 
horses  by  reference  to  jockeys  who  names  appear  in 
even  smaller  type  in  her  local  newspaper  (R.  2696, 
2750).  The  list  could  be  enlarged  (R.  2850-51,  2861-62, 
2910,  2935-36,  2952,  et  seq.). 

The  doctor  who  treated  her  in  1955  disclaimed 
reason  to  believe  Mrs.  Hecht  was  not  capable  of  being 
a  successful  business  woman  (R.  787-789).  Her  pres- 
ent doctor  stated  that  she  was  sane,  smart  and  had  a 
much  better  grasp  of  financial  affairs  than  he  had 
(R.  304,  317,  323,  342,  343,  361,  363).  She  was  more 
interested  in  such  matters  (R.  340,  363).  Both  agreed 
she  is  suspicious  and  distrustful  of  others,  and  did 
not  listen  to  or  follow  advice,  except  when  it  suited 
her  (R.  312,  314,  327-329,  779).  She  had  a  mind  of 
her  own  (R.  312,  329,  779). 

The  court's  opinion  of  Mrs.  Hecht's  abilities  and 
attitudes  was  based  upon  observation  made  in  1967 
when  she  was  77  years  old,  and  whatever  their  value 
cannot  be  deemed  to  be  of  significance  with  regard 
to  her  emotional  state  and  understanding  between 
1955  and  1964.  Her  present  doctor's  opinion  was  she 
knew  what  she  was  doing  (R.  341-43,  361) ;  Mrs. 
Hecht  was  of  that  opinion  before  instituting  action 
(R.  1866,  2786-88,  3328-36). 

Plaintiff's  Knowledge,  and  Her  Participation  in  Trading  Her 
Account  Before  1955 

Plaintiff  admitted  she  reads  financial  coliunnists, 
company  writeups  in  the  Wall  Street  Journal,  annual 
stockholders  reports,  and  the  like  (R.  2509-10,  2780, 
2910)    and   demonstrated   on  the  witness   stand   her 
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ability  to  read  financial,  security  and  commodity  state- 
ments (R.  2528,  2592-93,  2703-7,  2774-76,  2836,  2863-64, 
2907,  2960-63,  2972-73).  She  searched  the  newspapers 
for  ''buys"  (R.  2689). 

She  had  a  brokerage  account  in  1928  or  earlier;  it 
was  then  and  continuously  thereafter  (to  1964)  a 
margin  account  (R.  1072,  2431-33,  2521,  2592-93) ;  she 
responded  to  a  margin  call  in  1928  (R.  2514-15)  ;  she 
remembered  the  1929  crash  well  and  the  losses  suf- 
fered by  people  at  that  time  (R.  2517)  ;  she  actively 
traded  securities  in  the  1930s,  and  kept  her  own 
records  (R.  2523,  2534,  2707,  2847,  2863,  4330).  She 
recalled  the  names  of  the  companies  and  the  businesses 
in  which  they  were  engaged  (R.  2504-05,  2519,  2527, 
2534) .  She  received  advice  but  insists  she  always  made 
her  own  decisions  (R.  2525,  2534,  2683-85).  A  record 
of  one  year  sales  in  the  1930s  shows  some  of  her  trades 
were  overnight  purchases  and  sales  or  of  short  dura- 
tion; some  of  them  were  for  extended  periods  (R. 
2504,  4329,  4330;  Exs.  24,  26).  Her  "turnover"  for 
the  size  of  her  accoimt  far  exceeded  the  turnover  at 
Harris  Upliain  (R.  4330;  cuniparo  Exs.  24,  26  and 
291). 

In  1956  plaintiff  wrote  a  letter  introducing  a  young 
man  to  Mr.  Wilder.  She  stated  that  he,  unlike  her, 
did  not  know  the  "risks"  of  the  market  (R.  361,  2742, 
Ex.  QQQ).  In  testifying  she  referred  to  "gambling 
on"  and  "playing"  the  market  (R.  2750).  She  was 
well  aware  of  the  speculative  risk  in  excessive  margin 
(R.  2521).  She  admitted  her  lawyer  who  handled  her 
interest  in  her  husband's  estate  warned  her  that  she 
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could  "lose  her  shirt"  in  commodities  (R.  2544)  and 
that  her  husband  opposed  her  speculating  in  commodi- 
ties (R.  2543).  He  was  in  the  commodities  business 
and  maintained  a  "future"  commodities  account  with 
Merrill  Lynch,  Pierce,  Femier  &  Beane.  Her  brother- 
in-law,  she  admitted,  did  not  "hold  with"  trading  in 
commodities  (R.  2628,  2629).  She  testified  that  she 
did  not  approve  of  speculation  in  commodities  by 
persons  who  could  not  afford  it  (R.  2733-36).  She 
knew  she  was  putting  money  into  commodities  from 
time  to  time  (R.  2406). 

Plaintiff  had  opinions  with  respect  to  different 
types  of  securities,  metals,  oils,  utilities  and  the  like 
(R.  2670-74)  and  remembered  the  reasons  for  her  var- 
ious purchases  in  the  1930s.  She  testified  to  the  im- 
portance of  management  in  appraising  a  security  (R. 
2673).  She  presently  has  an  investment  adviser  with 
whom  she  consults  regularly,  but  she  also  talks  to  her 
broker  (R.  2655).  Her  account  is  not  discretionary  (R. 
2655)  and  she  disapproves  of  trusts  (R.  1992,  2955, 
2894).  She  admitted  to  a  long  held  interest  in  gam- 
bling. In  earlier  years  she  bet  on  dog  races  and  horse 
races  (R.  2518,  2749,  2750).  One  of  her  current  foiTQs 
of  self  entertainment  is  "handicapping"  horses  (R. 
2286). 

Plaintilf's  testimony  is  confirmed  l>y  her  broker 
from  1931  to  1955  and  by  a  man  who  visited  her  home 
for  a  period  of  years  before  she  became  a  customer 
of  Mr.  Wilder.^  She  talked  to  the  former  about  the 


'^The  CO  art's  opinion  adverts  to  this  testimoiiy  presumably  be- 
cause it  regarded  it  to  be  reliable,  but  apparently  not  significant  in 
arriving  at  its  decision. 
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market,  interest  charges,  her  portfolio  and  purchases 
two  or  three  times  a  week  (R.  4329-4338).  He  agrees 
with  her  that  she  made  up'  her  own  mind  on  security 
purchases  (R.  433'5).  She  educated  the  latter  in  the 
market.  She  explained  to  him  the  difference  between 
commissions  paid  to  a  ''broker"  and  '^ markups"  to  a 
"dealer"  in  over-the-counter  transactions,  odd  lot  com- 
missions, "puts  and  calls",  convertible  debentures, 
and  trading  in  commodities.  Warrants,  debit  balances, 
diversification,  interest  charges,  were  part  of  her  ordi- 
nary thinking  (R.  4216-4227,  4263-67).  She  told  him 
that  trading  commodities  was  for  "high  rollers",  a 
term,  we  suspect,  commonly  employed  in  gambling 
houses  (R.  4222).  Such  matters  were  her  main  source 
of  interest.  Her  doctor  who  appeared  to  testify  in 
her  behalf  recalled  that  she  boasted  she  had  made 
money  in  commodities  imbeknownst  to  her  husband 
(R.  357), 

The  Relationship  Between  Plaintiff  and  Wilder 

Before  coming  to  Harris  Upham  Mrs.  Hecht  ac- 
tively engaged  in  trading  securities  and  commodities 
at  Hooker  &  Fay,  a  brokerage  firm  of  which  Wilder 
was  a  partner  (Exs.  27C-E).  She  admits  she  rejected 
Wilder's  recommendation  in  1956  to  put  half  her  capi- 
tal into  a  trust  account  with  a  bank  so  as  to  preserve 
her  income  and  her  capital,^  and  maintained  at  the 
trial  such  a  trust  was  a  "nuisance"  and  costly  (R. 
2894,  2955;  Ex.  101  D). 


^She  was  married  in  1953 ;  her  husband  died  in  1955.  It  was 
Mrs.  Hecht's  first  marriage. 
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Until  1957  Mrs.  Hecht  made  her  own  records  of  her 
trading  as  she  had  since  the  "thirties"  (Exs.  M,  SSS; 
R.  2523,  2707,  2731,  2847,  2863).  Shortly  before  she 
came  to  Harris  Upham  she  employed  Wilder  to  per- 
form these  functions  and  paid  him  therefor  (Ex.  H-2; 
R.  1647,  2390-96).  The  arrangement  and  payments 
continued  unbeknownst  to  Harris  Upham  and  in  vio- 
lation of  its  rules  and  the  rules  of  the  New  York 
Stock  Exchange  (R.  727,  733,  1651-2,  3605;  Ex.  268). 
Before  and  after  coming  to  Harris  Upham,  but  with- 
out Harris  Upham  authority  or  knowledge.  Wilder 
made  up  statements  from  time  to  time  for  Mrs.  Hecht 
showing  the  status  of  the  account  (R.  1651-52,  1886) 
])ut  she  denies  ever  having  looked  at  them  or  seen 
them  (R.  2480-85,  2942,  2945).  She  claims  no  reliance 
thereon;  he  merely  i^Lffled  through  the  sheets  (R. 
3035).  She  states  she  did  not  believe  what  he  told  her 
about  her  account  (R.  2958). 

Mrs.  Hecht  spoke  to  Wilder  daily  on  the  telephone 
(R.  2486,  2719-20)  and  he  would  review  her  activities 
with  her  once  a  week  (R.  2396-97).  With  purchase 
and  sales  slips  in  securities  and  commodities  spread 
on  the  table  she  would  ask  about  them,  particularly 
the  reasons  for  losses  (R.  2398,  2704-05).  She  testified 
he  would  refuse  her  any  information,  saying  she 
would  not  understand,  and  he  had  to  go  home  for 
dinner  (R.  2398,  2479,  2480-82,  2703-(M,  2778-79). ^« 
She  says  she  would  have  marked  various  items  in 
newspapers  which  suggested  investment  possibilities 


i*'The  testimony  contradicts  the  court's  belief  that  Wilder  ''en- 
couraged" her  commodity  trading.  There  is  no  evidence  to  support 
the  court's  inference. 
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and  would  turn  them  over  to  him,  but  he  would  ignore 
them  (R.  2689,  2780;  see  also  R.  2691). 

Plaintiff  admitted  she  knew  she  was  losing  money 
for  two  or  three  years  before  the  account  closed  (R. 
2704-5)  and  that  she  was  always  aware  of  the  size  of 
the  commissions  she  had  been  paying — they  were  a  lot 
(R.  2832-38,  2962-3).  In  fact,  commissions  were  the 
subject  of  conversations  between  her  and  Wilder  as 
early  as  1957  (id.). 

Wilder  recommended  investment  in  many  of  the 
companies  whose  stock  Mrs.  Hecht  pui'chased.  There 
is  nothing  in  the  record  for  the  conclusion  that  Wilder 
recommended  the  amount  of  any  security  purchase 
or  the  sale  of  any  security.  There  is  nothing  in  the 
record  to  support  a  conclusion  that  all  or  most  of  his 
recommendations  were  in  fact  followed.  The  sole  evi- 
dence is  to  the  contrary  (R.  3576). 

Plaintiff  stated  upon  examination  by  her  counsel 
that  from  1956  she  had  no  confidence  in  and  did  not 
trust  Wilder  (R.  2838,  2925-26,  2958-59,  3028).^^  From 
1957  she  doubted  he  told  the  truth  about  commissions 
and  the  status  of  her  account  (R.  2838-9,  2958).  Her 
lack  of  confidence  is  illustrated  by  the  many  claims 
to  which  she  testified  including  Wilder ^s  violation  of 
her  instructions  even  before  1957  (R.  2407-08,  2427, 
2490-91,  2607,  2705-6)  ;  some  of  these  are  adverted  to 


11  The  court  made  no  finding  on  the  question  of  trust  and  confi- 
dence, but  adverted  to  her  admission.  "...  however  plaintiff  may 
now  describe  her  confidence  or  lack  of  confidence  in  Wilder,  ..." 
(T.  1038).  The  court's  opinion  notes  that  their  relationship  was 
also  ''social"  in  1956,  but  plaintiff  insists  it  was  entirely  business 
thereafter  (R.  2761,  3025). 
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in  the  court's  memoraiidimi  of  decision  (see  footnote, 
infra). 

Plaintiff  testified  she  had  no  regard  for  Wilder's 
opinion  of  the  market  (R.  2726-27).  Prom  1957  she 
was  so  concerned  that  her  account  was  not  ''secure" 
and  ''deteriorating"  it  made  her  sick   (R.  2763-65). 

In  response  to  the  question  why  she  continued  to 
trade  with  Mr.  Wilder,  she  testified  that  Wilder  exer- 
cised a  spell — a  magnetic  one — over  her,  and  she 
feared  him  (R.  2416,  2638,  2929,  2936,  3028-32).  She 
conceded  the  fear  was  not  physical,  and  both  the  spell 
and  the:  fear  seemed  to  ojjerate  only  on  his  weekly 
visits  to  her  home  for  five  or  ten  minutes  (R.  3017). 
She  did  not  claim  reliance  on  any  fact  represented. 

The  court  did  not  find  that  Wilder  controlled  the 
plaintiff  in  this  extraordinary  manner.  It  assumed, 
contraiy  to  the  fact,  that  there  was  so'me  evidence 
Wilder  determined  her  purchase  of  securities  and 
commodities.  It  did  not  find  Wilder  encouraged  her 
security  trading.  It  foimd,  without  evidence,  he  en- 
couraged her  commodity  trading,  although  her  doctors 
stated  she  did  what  she  liked,  heard  what  she  wanted 
to  hear  and  then  blamed  others  for  her  problems  (R. 
776-79,  328-29). 

The  Court's  Finding's  With  Respect  to  Plaintiff's  Knowledge  and 
"Laches,  Waiver  and  Estoppel" 

The  court  found  that  even  before  Mrs.  Hecht's  ac- 
count came  to  Harris  Upham  she  knew  and  imder- 
stood  she  was  actively  trading  securities  and  specu- 
lating in  commodities,   and  knowingly  assmned  the 
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risks  thereof  (T.  1024,  1025,  1026).  She  knew  her 
instructions  to  Wilder,  if  there  were  such,  to  handle 
her  security  account  conservatively,  to  keep  her  ac- 
count in  ''blue  chips",  and  not  to  sell  certain  securi- 
ties, were  being  violated  (id.),  and  she  knew  her  trad- 
ing was  ''unsuitable"  and  contrary  to  her  "needs  and 
objectives"  (T.  1025-1029.)^^ 


i2''Without  making  distinctions  at  this  point  concerning  the  de- 
gree of  plaintiffs  knowledge  of  brokerage  accounts,  we  hold  and 
find  that  her  knowledge  and  experience,  together  with  the  infor- 
mation at  hand,  were  at  least  sufficient  to  indicate  and  put  her 
on  actual  notice  that  her  account  was  being  handled  in  a  manner 
contrary  to  her  claimed  understanding  and  instructions. 

"The  confirmation  slips  and  monthly  statements,  considered  in 
the  light  of  plaintiff's  previous  knowledge  of  and  experience  with 
brokerage  accounts,  were  sufficient  at  least  to  enable  plaintiff  to 
see  and  understand  (1)  that  her  account,  however,  the  transfer  may 
have  been  induced  by  Wilder,  had  been  in  fact  transferred  from 
Walston  Company  to  Hooker  &  Fay  and  thence  to  Harris,  Upham; 
(2)  that  the  securities  from  her  husband's  estate,  however,  the  de- 
posit may  have  been  induced  by  Wilder,  had  been  in  fact  deposited 
into  the  brokerage  account;  (3)  that  the  particular  securities,  which 
she  now  claims  were  not  to  be  sold,  were  in  fact  being  sold  and 
repurchased  from  time  to  time,  and  that  securities,  which  she  now 
claims  to  have  been  blue  chip,  dividend-paying  securities — and  as 
such  to  be  retained — were  in  fact  being  sold  and  repurchased  from 
time  to  time;  (4)  that,  whatever  may  have  been  her  understanding 
or  her  instructions  to  Wilder  concerning  the  manner  in  which  the 
account  was  to  be  handled,  it  was  in  fact  being  handled  by  Wilder 
at  Hooker  &  Fay  and  at  Harris,  Upham  in  a  manner  quite  different 
from  the  manner  of  its  handling  at  Walston  Company;  (5)  that, 
instead  of  being  maintained  intact  or  substantially  so,  as  a  rela- 
tively inactive  investment  type  account,  as  at  Walston,  it  was  being 
very  actively  traded,  not  only  in  the  familiar  blue  chip  investment 
type  stocks,  but  also  in  a  loide  variety  of  stocks  being  bought  and 
sold  from  time  to  time;  (6)  that,  however  Wilder  may  have  orig- 
inally gained  her  consent  to  enter  the  commodities  markets,  she  was 
in  fact  actively  trading  in  commodities;  and  (7)  that  commissions 
and  interest  were  being  charged  to  her  account  in  connection  with 
the  stock  and  commodity  transactions  effected  by  Wilder.  [T. 
1024-251 

"We  hold,  therefore,  that  plaintiff  must  be  held  to  have  assumed 
the  ordinary  risks  of  profit  or  loss  in  what  she  knew  to  be  a  trading 
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The  court  found  ''laclies,  waiver  and  estoppel", 
speciiically  as  those  terms  are  defined  hy  this  court 
in  Royal  Air  Properties  Inc.  v.  Smith,  33^3  F.  2d  568 
(1964),  and  that  plaintiff  "permitted"  Harris  Upham 
to  continue  handling-  the  account  on  this  basis  in  re- 
liance ui)on  her  apparent  acquiescence  for  nearly 
seven  years/ ^ 

The  court  failed  to  find  that  plaintiff,  as  she  ad- 
mitted, knew  her  profits,  losses  and  commissions  (R. 
2704-5,  2832-38,  2962-63) ;  but  it  called  attention  to  the 
fact  that  Wilder  took  her  statements  away  with  him 
each  week  as  evidence  of  her  inadequate  opportunity 
for  comprehension.  Mrs.  Hecht  admitted  to  reviewdng 
her  tax  returns  with  her  accountant  and  retaining 
possession  of  copies  (R.  2424,  2790).  These  had  de- 

account  in  securities  and  a  speculative  account  in  commodities.  For 
this  reason  the  Court  considers  her  contentions  (3),  (4)  and  (5) 
above  noted  (i.e.,  that  Wilder  purchased  speculative  and  low  grade 
securities  in  place  of  dividend-paying  securities,  effected  the  pur- 
chase and  sale  of  commodities  without  her  knowledge  or  compre- 
hension as  to  their  significance  or  suitability,  and  sold  securities 
short  (for  tax  maneuvering  purposes)  to  he  unfounded  .  .  .  ." 
(T.  1025).   (Emphasis  supplied). 

i"^"Having-,  unth  this  knowledge  and  understayiding,  permitted 
Wilder  and  his  firm  to  continue  handling  the  account  on  this 
basis  in  reliance  upon  her  apparent  acquiescence  for  nearly  seven 
years,  the  Court  finds  that  plaintiff's  conduct  is  such  that  she  is 
barred  hy  estoppel,  laches  and  waiver  (within  the  meaning  of  the 
second  appeal  in  Royal  Air  Properties  v.  Smith,  333  F.  2d  568 
(1964))  from  suddenly  taking  the  position  that  such  trading  of 
the  account  in  securities  and  commodities  was  unsuitable  for  her 
needs  and  objectives,  contrary  to  her  instructions  and  should 
never  have  occurred.    [T.  1025] 

"In  any  event,  we  have  found  on  the  e\adence  in  this  case  that 
plaintiff  is  barred  by  estoppel  and  waiver  from  proceeding  merely 
upon  the  theory  that  her  account,  as  handled  by  defendants,  was 
'unsuitable'  to  her  needs  and  objectives."  (T.  1028-29)  (Emphasis 
supplied). 
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tailed  schedules  of  purchases,  sales  and  commissions 
which  she  understood  (Exs.  H14-H17;  R.  1850,  2847- 
2852,  2861-62,  2873).  Her  records  were  kept  hy  Wilder 
at  her  request  as  her  paid  employee  imbeknownst  to 
Harris  Upham,  and  she  could  have  terminated  his 
employment  at  will.  Her  monthly  statements,  sent 
from  New  York  on  the  last  Friday  of  the  month, 
were  in  her  possession  until  Thursday  when  Wilder 
generally  called  (R.  738,  2396,  2756).  Wilder  fur- 
nished her  from  time  to  time  with  the  market  prices 
of  all  her  holdings  (Exs.  20F-3-20F-13) . 

The  court  also  failed  to  find,  as  Mrs.  Hecht  ad- 
mitted, that  she  distrusted  and  had  no  confidence  in 
Wilder  and  had  no  regard  for  his  market  judgment  or 
veracity  (R.  2838-9,  2958),  that  she  felt  from  1957 
that  her  accoimt  was  not  safe  and  it  made  her  sick 
(R.  2764). 

The  court  foimd  that  Mrs.  Hecht  did  not  "compre- 
hend" the  risk  of  "churning".  It  did  not  define  that 
risk. 

The  court  held  that  Wilder  should  have  warned 
plaintiff  in  1963  against  "churning"  securities  be- 
cause of  the  depletion  of  her  account.  It  failed  to 
recognize  her  account  had  long  since  ceased  to  be  ac- 
tive (Exs.  293,  324,  325,  S-9). 

The  court  stated  Wilder's  analysis  of  Mrs.  Hecht's 
security  account  in  March  1963  was  inaccurate  and 
that  Wilder  admitted  discussing  it  with  her.  It  failed 
to  note  that  (1)  Mrs.  Hecht  denied  seeing  any  state- 
ments (R.  2480-85,  2942-45),  (2)  she  testified  she  dis- 
believed his  representations  as  to  her  account    (R. 
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2958)  and  (3)  she  knew  she  was  losing  money  for  two 
or  three  years  (R.  2704-05).  The  court  did  not  and 
could  not  find  reliance.  Nor  does  this  or  any  other 
analysis  of  Wilder  deal  with  the  extent  of  trading. 

Plaintiff's  Security  Trading 

Plaintiff  had  an  active  securities  account  with  Har- 
ris Upham  from  May  1957  through  1961.  She  prof- 
ited (S-5,  S-11),  and  her  net  worth  substantially  in- 
creased despite  withdrawals  and  losses  in  and  transfer 
to  commodities  (R.  3302;  Exs.  285,  289,  291).  It  was 
in  1962  that  plaintiff's  account  deteriorated  with  a 
sharp  market  drop  (S-1).^''  Whether  measured  by  the 
statistics  of  plaintiff  or  defendant,  plaintiff's  accoimt 
was  inactive  from  1962  through  1964,  even  by  the 
standard  of  an  investment  account.  It  was  turned 
over  at  a  rate  of  approximately  once  eYexy  twenty-two 
months  (Exs.  S-9,  293,  324,  325). 

Plaintiff's  poi*tfolio  was  turned  over  approximately 
seven  times  in  seven  years  (Exs.  324,  325.)^^  Her 
capital  turnover  was  higher  (Ex.  293).^®  Neither 
would  appear  to  be  remarkable  for  a  trading  account 
which  the  court  fomid  Mrs.  Hecht  had  knowingly 
chosen  to  operate — seemingly  without  Wilder 's  en- 
couragement. Neither  would  be  indicative  of  ^' churn- 
ing" in  an  investment  account. 


i^The  drop  affected  ''bhie  chips"  (R.  1953). 

i^Weighted  average.  The  court's  figure  of  eight  times  is  un- 
weighted. 

i^In  a  margin  account  the  percentage  turnover  of  capital  is 
necessarily  higher  than  the  portfolio  turnover.  Margin  is  not  un- 
common in  a  trading  account. 
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The  record  does  not  disclose  the  market  trend  of 
any  security  or  the  activity  in  the  market  for  a.  se- 
curity in  particular,  or  generally  at  any  given  time 
during  the  period  in  issue.  There  is  no  evidence  and 
no  finding  that  any  purchase  or  sale  made  by  plaintiff 
was  not  justified  in  a  trading  accoimt  (or  investment 
accoimt)  by  the  exigencies  of  the  market.  There  is  no 
evidence  that  the  amount  of  plaintiff's  commissions 
was  extraordinary  or  even  large  for  a  trading  account 
in  securities.  Only  one  witness  pui'ported  to  testify 
on  this  subject.  He  was  an  investment  adviser  and  tes- 
tified that  such  commissions  were  large  in  terms  of 
an  investment  accomit  which  he  considered  plaintiff 
should  have  had,  rather  than  as  a  trading  account 
(R.  1955).  He  claimed  no  experience  in  trading  ac- 
counts (R.  2189-2191)  and  expressed  strong  disap- 
proval of  modem  "performance  funds"  which  look  to 
turnover  and  capital  gains  (R.  1942,  1943). 

The  court  recited  statistics  to  show  Wilder's  special 
interest  in  the  accoimt.  The  statistics  combined  com- 
missions in  commodities  with  securities,  and  ignored 
the  fact  neither  the  record,  nor  common  knowledge 
of  which  it  could  take  judicial  notice,  furnished  stand- 
ards by  which  to  evaluate  these  commissions, 
especially  commodity  commissions,  to  determine  that 
Wilder  disregarded  plaintiff's  interests. 

The  court  did  not  find  that  Mrs.  Hecht's  trading 
was  "excessive"  as  a  trading  account.  Presumably  it 
was  excessive  for  her  situation,  needs  and  objectives,^ ^ 


1'^"  Churning  cannot  be  and  need  not  be,  established  by  any  one 
precise  rule  or  formula.  The  essential  question  of  fact  for  deter- 
mination is  whether  the  volume  and  frequency  of  transactions, 
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facts  it  found  she  knew  in  1957.  The  court  did  not 
find  Mrs.  Hecht  was  unaware  of  Wilder's  motive. 
Mrs.  Hecht  insists  she  did  not  trust  Wilder. 

Plaintiff's  Commodity  Trading 

Contrary  to  the  findings  of  the  court,  Mrs.  Hecht 
did  not  engage  in  9,000  commodity  ''transactions."^^ 
Plaintiff's  proof,  and  the  stipulation  of  the  parties,  is 
that  she  engaged  in  approximately  700  "transactions" 
(R.  1426,  Ex.  292).  She  did  not  buy  and  sell  $89,- 
000,000  or  $90,000,000  of  commodities.  She  never 
bought  commodities;  she  bought  "future  contracts"^® 
(R.  1492-94,  1749-50;  court  statement  R.  3349),  99% 
of  which  do  not  ordinarily  mature  into  deliveries  (R. 
1840).  There  is  no  evidence  that  her  commodities  ac- 
count was  excessively  traded.  A  "turnover"  of  2,500 
times  found  by  the  court,  or  any  other  number  of 
times,  is  not  meaningful  or  significant  because  the 
amount  of  funds  held  in  a  commodity  account  is  only 
the  amoimt  required  by  the  exchange  regulation.  The 
sole  witness  who  testified  that  commissions  were  large 
was  the  same  security  investment  adviser.  He  con- 
fessed to  knowing  nothing  about  commodities;  com- 
modities were  a  "curiosity"  to  him  (R.  2189,  2202). 


considered  in  the  light  of  the  nature  of  the  aecount  and  the  sit- 
uation, needs  and  objectives  of  the  customer,  have  been  so  'ex- 
cessive' as  to  indicate  a  purpose  of  the  broker  to  derive  profit  for 
himself  while  disregarding  the  interests  of  the  customer.  E.g., 
Looper  and  Company,  38  SEC  291    (1958)."   (T.  1038). 

i^There  is  nothing  in  the  record  to  support  this  figure  or  from 
which  it  could  be  deduced. 

19 A  single  commission  is  paid  on  purchase  and  sale   (R    1740 
Exs.  22C,  22G,  et  seq.). 
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The  evidence  with  respect  to  commodity  trading 
given  by  plaintiff's  expert  was :  It  would  be  necessary 
to  examine  plaintiff's  trades  in  relationship  to  the 
market  activity  in  a  particular  commodity  in  order 
to  make  a  determination  of  churning  (R.  1818,  1824, 
1825).  [No  such  market  data  was  offered  in  evidence 
(R.  1825).]  Daily  turnover  would  not  necessarily  be 
churning  in  an  active  market  (R.  1826).  In  the  com- 
modities market  it  is  important  to  close  out  most  po- 
sitions promptly.  "You  cut  your  losses  short  and  let 
your  profits  run"  (R.  1842).  He  also  testified,  if  such 
testimony  were  not  obvious,  that  the  objectives  of  cus- 
tomers in  the  commodities  market  was  making  money 
and  not  investment  (R.  1824).  Indeed,  it  is  impossible 
to  "invest"  in  the  commodities  market  because  all 
commodity  options  are  relatively  short  term. 

If  the  term  "churning"  has  any  significance  in 
commodities,  it  surely  was  not  indicated  or  proved. 
The  "needs  and  objectives"  of  the  customer,  as  em- 
ployed in  the  court's  opinion,  are  according  to  plain- 
tiff's expert  foreign  to  the  context  of  such  trading 
(R.  1823,  1824).  FurtheiTnore  all  commodity  trading 
leads  to  a  "high  turnover",  thus  rendering  the  concept 
totally  meaningless.  For  example:  $500  may  well 
finance  the  purchase  and  sale  of  a  future  contract  for 
$10,000  of  a  commodity — or  a  turnover  by  the  court's 
method  of  counting  of  forty  times!  Closing  a  position 
in  thirty  days  might  well  (according  to  plaintiff's  ex- 
pert) be  too  slow  and  increase  risk,  depending  on 
market  conditions.  But  such  turnover  annualized  pro- 
duces a  480  "times  turnover".  It  is  very  doubtful  that 
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the  court  intended  to  find  ''excessive  turnover"  of 
commodities;  the  opinion  is  not  clear  as  to  what  it 
reg'arded  churning  of  commodities  to  be. 

Obviously,  the  court  did  not  gTasp  the  facts  or  the 
theory  of  churning  when  it  found  commodity  ''chum- 
ing".^°  Its  concern  with  plaintiff's  "excessive"  com- 
modity trading  was  the  product  of  misapprehension 
and  clearly  erroneous.  This  misapprehension  was  the 
basis  of  its  finding  of  security  churning,  for  as  we 
have  noted  tlie  court  added  commodity  and  security 
trades  and  commissions  in  making  this  finding.  The 
finding  of  security  churning  was  therefore  clearly 
erroneous  for  this  among  other  reasons.^ ^ 

Defendants'  Supervision 

The  record  contains  a  precise  description  of  defend- 
ant's internal  supervision  to  assure  the  Securities.  Ex- 
change Act  is  not  violated  (R.  713  et  seq.,  728-37, 
740).  The  court  neither  found  nor  rejected  such 
testimony.  It  held  Harris  Upham  liable  because  its 
resident  partner  failed  to  meet  Mrs.  Hecht,  on  the 
theory  that  a  brokerage  firai  must  "know"  its  custo- 


2<^".  .  .  and  that,  whatever  she  may  have  been  told  by  others 
about  the  risks  of  the  commodities  market,  plaintiff  relied  on 
Wilder  as  to  whether  this  remarkable  entry  of  a  relatively  un- 
sophisticated widow  into  the  badlands  of  the  commodity  market, 
followed  by  nearly  seven  years  of  intensive  and  continuous  com- 
modity trading,  was  excessive  when  considered  in  light  of  the 
nature  of  her  account,  her  situation  and  her  needs  and  objec- 
tives." (T.  1038) 

21"  The  evidence  in  the  pending  case  is  such  that  the  Court  is 
satisfied  that,  judged  by  the  foregoing  considerations,  plaintiff's 
account,  even  considered  as  a  trading  security  and  commodity 
account,  was  grossly  and  unfairly  churned  by  Wilder  for  no  rea- 
son other  than  to  generate  profits  for  the  firm  and  indirect! v  for 
himself."  (T.  1039) 
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mers.  Wilder  knew  his  customer,  and  no  nile  requires 
a  partner  to  "know"  her  (Ex.  268,  Rule  405).  Her 
account  from  the  very  first  was  marked  as  a  "trad- 
ing" account. 

Meeting'  Mrs.  Hecht  would  have  accomplished  noth- 
ing. She  admits  she  hid  her  problems  and  illnesses 
from  Wilder  (R.  2503,  2761-62,  3762-63). 

Supervisory  "rules"  intended  to  prevent  violation 
of  the  Securities  Exchange  Act,  are  not  necessarily 
applicable  to  commodity  training.  They  were  presum- 
ably incorporated  by  the  court  below. 

Findings  by  the  Court  on  Evidence  Not  Admitted  Against  De- 
fendant Harris  Upham,  and  "Itek"  and  "Colonial" 

1.     Matters  Predating  May  1,  1957: 

At  the  trial  the  court  excluded  against  Harris 
Upham  all  matters  preceding  May  1,  1957  (R.  2313- 
15,  2390-91).  It  found  against  Harris  Upham  that 
Wilder  "induced"  Mrs.  Hecht  to  engage  in  com- 
modities in  1956.^^  This  finding  is  of  the  essence  to 
establish  Wilder 's  impropriety  and  liability  under 
Rule  lOb-5.  Moreover,  if  Mrs.  Hecht  was  not  "in- 


22" As  far  as  commodity  transactions  are  concerned,  this  Court, 
considering  the  evidence  as  a  whole,  finds  that  the  plaintiff's  let- 
ter of  June,  1956,  concerning  'starting  me  on  soy  beans  when 
you  think  it  is  the  right  time'  was  in  fact  written  upon  the  en- 
couragement and  recommendation  of  Wilder,  the  commodities 
specialist  .  .  .   (T.  1037-8) 

"In  any  event,  we  hold  that,  where  a  registered  representative, 
handling  a  securities  account  induces  a  customer  to  open  a  com- 
modities account  to  provide  an  additional  opportunity  for  gen- 
erating commissions,  the  commodity  account  may  be  regarded  as 
a  mere  device  for  churning  the  securities  account  and  any  com- 
missions derived  from  excessive  commodity  trading  may  be  re- 
garded as  in  effect  a  churning  of  the  securities  account."  (T. 
1043) 
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duced",  then  surely  she  cannot  complain.  It  is  also 
germane  to  the  court's  conclusion  that  Wilder's  in- 
terest in  commissions  exceeded  his  regard  for  Mrs. 
Hecht's  best  interests,  which  the  court  seemed  to  re- 
gard as  the  main,  if  not  the  sole  element  of  chuming 
(see  supra). 

2.     Itek  and  Colonial: 

As  the  court's  opinion  recites,  Mrs.  Hecht  pur- 
chased some  shares  of  Itek  in  1958  which  were  de- 
livered to  her  under  hei*  instructions.  These  securities 
registered  in  her  name  were  delivered  to  her  by  Har- 
ris IJpham— not  by  Wilder  (R.  1454,  3446,  3458). 
Some  months  later  Wilder  bought  these  securities 
from  her  privately  on  his  owti  behalf,  not  on  behalf 
of  Hams  Upham  (R.  3445,  3447,  3606-07).  Mrs. 
Hecht  did  not  testify  and  nothing  in  the  record  sug- 
gests that  Mrs.  Hecht  believed  that  such  securities 
were  bought  from  her  by  Harris  Upham.  The  check 
delivered  by  Mr.  Wilder  was  not  a  Harris  Upham 
check  (see  Ex.  304;  R.  3445-3447,  3458,  3471).  The 
stock  was  subsequently  sold  by  the  Bank  of  California 
for  Mrs.  Wilder  (R.  3505).  The  court's  ciiticism  of 
the  transaction  is  that  between  the  time  of  purchase 
and  the  time  Wilder  received  delivery,  these  securi- 
ties had  gone  up  in  value,  and  Wilder  profited  un- 
beknownst to  Mrs.  Hecht. 

The  Colonial  transaction  consisted  of  private  pur- 
chases and  gifts  made  of  securities  by  Mrs.  Hecht  to 
Mrs.  Wilder.  These  purchases  were  not  made  through 
Harris  Upham  (R.  3480),  or  in  any  market  or  ex- 
change. Neither  the  securities  purchased  or  any  other 
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aspect  of  these  transactions  went  through  the  records 
of  Harris  Upham  (R.  3505),  nor  is  it  suggested  Har- 
ris Upham  had  any  knowledge  thereof  or  profited 
thereby. 

Plaintiff  testified  she  ''suddenly  remembered"  the 
transaction  (R,  3590-91),  yet  the  court  found  that 
Mrs.  Hecht  did  not  know  what  she  was  doing. 

Neither  the  Itek  nor  the  Colonial  transaction  was 
pleaded ;  neither  was  admitted  against  Harris  Upham 
during  the  trial  (R.  3459-3460,  3468,  3482,  3502,  3509- 
13,  3526,  3586,  3591).  The  testimony  with  respect  to 
both  of  them  was  first  offered  in  June  1967,  and  ad- 
mitted over  Statute  of  Limitations  objection  in  March 
of  1968  (R.  4745-4748),  more  than  three  years  after 
the  plaintiff's  discovery  of  the  facts  in  issue,  as  she 
alleged  in  her  complaint  (par.  17).  The  documentary 
and  other  proof  is  that  Wilder  had  no  authority  to 
engage  in  any  private  business  with  Mrs.  Hecht  (Ex. 
A;  R.  3601-7). 

The  court  found  Harris  Upham  liable  imder  Sec- 
tion 20(a)  and  common  law  agency. 

Mrs.  Hecht 's  Profits  and  Losses 

Mrs.  Hecht  made  $165,000  in  trading  securities 
(Ex.  S-5)  despite  a  sharp  drop  in  the  security  mar- 
ket in  1962  (Ex.  S-1).  Many  of  the  securities  held 
or  purchased  in  1962  increased  in  value  in  1963  and 
early  in  1964  (Exs.  S-3,  S-3a).  Plaintiff ^s  expert  wit- 
ness on  "investments"  testified  to  a  sharp'  drop  in 
''blue  chips"  in  1962  (R.  1963)  ;  many  of  Mrs.  Hecht's 
unliquidated  losses  in  March  1964  were  in  these  "blue 
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chips"  which  had  not  been  traded   (R.  1910  et  seq., 
1947-1950). 

The  Losses  in  Commodity  Trading 

Mrs.  Hecht's  commodities  accomit  did  not  result  in 
substantial  profit  or  loss  during  the  years  1957 
through  1962  (Ex.  292).  In  1963  the  commodities 
market  in  soy  bean  and  oil  reacted  sharply  to  the 
DeAngelis  scandal  (R.  1827-32).  DeiAngelis  had  put 
many  forged  warehouse  receipts  into  the  market. 
When  the  forgeries  were  discovered,  the  result  was 
so  catastrophic  that  major  banks  on  both  coasts,  busi- 
ness organizations  and  brokerage  houses  suffered  se- 
rious losses  (id.).  Plaintiff's  expert  recalled  the  facts 
and  testified  that  for  many  months  the  market  was 
unbalanced  because  government  statistics  became  im- 
reliable  (id.).  Mrs.  Hecht's  losses  resulted  from  this 
event.  It  is  really  the  basis  for  all  her  claims  (R. 
1180,  3364,  3365;  Ex.  279). 

Commingling  of  Assets 

Accountants  for  both  plaintiff  and  defendant  had 
no  difficulty  in  reviewing  Mrs.  Hecht's  monthly  state- 
ments from  Harris  IJpham  and  determining  the 
amoimts  of  money  which  went  into  and  out  of  her 
commodities  account.  Such  transfers  were  made  with 
her  authority  (Exs.  95,  96).  There  was  no  more  com- 
mingling of  her  securities  and  commodities  accoimts 
than  there  is  in  an  ordinary  bank  statement  account 
which  shows  deposits  and  withdrawals  and  transfers 
from  checking  account  to  savings  account.  Harris 
Upham's  monthly  statements  (like  all  other  brokers') 
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show  such  transfers  (Exs.  21  and  22),  A  brokerage 
house  must  keep  the  cash  balance  in  commodities  ac- 
counts at  a  minimum  when  a  customer  has  a  securi- 
ties margin  accoimt,  to  avoid  an  interest  overcharge. 
Its  records  are  kept  as  accurately  as  a  bank,  and  are 
subject  to  annual  "surprise  audits"  pursuant  to  Stock 
Exchange  direction. 

Damages 

1.  Security  and  Commodity  Commissions: 

The  court  awarded  all  security  and  commodity 
conmiissions  and  $15,000  unproved  commissions.^^  It 
awarded  the  commissions  paid  during  periods  when 
the  security  acicount  was  inactive.  It  did  not  allo- 
cate commissions  fairly  earned  from  those  resulting 
from  '^excessive  trading".  It  did  not  allocate  commis- 
sions earned  to  which  plaintiff  had  acceded  or  which 
she  was  barred  from  claiming  by  her  laches,  waiver 
and  estoppel.  It  did  not  allocate,  even  when  the  al- 
location could  be  precisely  computed,  e.g.,  security 
commissions  during  1962-1964  when  the  account  was 
inactive  or  commodity  commissions  in  1957  when  the 
commodity  account  was  veiy  modestly  traded  (Ex. 
292). 

2.  Interest  Charges: 

The  court  awarded  all  of  the  interest  charges  paid 
by  plaintiff  on  her  margin  account  although  it 
charged  her  with  knowledge  of  them.  The  defendant's 
*' profit"  on  interest  charges  paid  by  the  plaintiff  was 


23Total  security  commissions  were   $76,000,   not   $91,000    (Ex. 
283,  court  opinion,   T.   1021). 
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%%,  for  defendant  borrows  money  and  marks  up 
its  interest  in  that  amount  (R.  711).  The  court  made 
no  allowance  for  the  gains,  interest  and  dividends 
earned  by  the  loans  extended  to  plaintiff. 

3.  Losses  in  Commodities: 

The  court  found  plaintiff  assiuned  the  risk  of  loss 
in  commodity  trading  (see  footnote  12),  but  it 
awarded  plaintiff  losses  froim  commodity  trading. 
There  was  no  evidence  that  these  losses  were  due  to 
excessive  trading.  The  evidence  is  to  the  contrary  (see 
supra) . 

4.  The  Loss  in  Income  Due  to  Trading  Commodities: 

The  court  awarded  $65,000  as  income  lost  because 
$245,000  went  into  the  commodities  account  over 
seven  years.  The  court  found  that  the  account  on 
average  had  $35,000  (T.  1040).  It  did  not  consider 
the  amount  earned  by  the  moneys  transferred  back 
from  the  commodities  accomit  to  the  securities  ac- 
count (R.  2248).  It  did  not  make  any  finding  or  ex- 
plain how  the  amount  of  $65,000  was  reached.  It 
made  no  finding  that  Mrs.  Hecht  was  imaware  or  did 
not  comprehend  she  was  using  funds  to  trade  com- 
modities. Her  testimony  is  to  the  contrary  (R.  2404- 
2405). 

5.  Literest : 

Interest  was  awarded  on  m.oneys  paid  for  margin 
and  commissions,  as  if  these  awards  were  compensa- 
tory rather  than  penal. 


SUMMARY  OF  ARGXJMENT 
The  position  of  Harris  Upham  with  respect  to  most 
of  the  issues  is  sufficiently  apparent  from  the  state- 
ment of  facts;  we  do  not  believe  a  summary  would 
assist  the  Court.  The  overall  aspects  are  herewith 
stated. 

The  court  below  found  tliat  Mrs.  Hecht  knew  and 
understood,  even  ]>efore  she  came  to  Harris  Upham, 
that  Wilder  was  managing  her  account  contrary  to 
her  claimed  instructions,  her  imderstanding  of  her 
best  interests  and  in  a  manner  ''  'imsuitable'  to  her 
needs  and  objectives",  and  that  she  "permitted 
Wilder  and  his  firm  to  continue  handling  the  account 
on  this  basis."  It  alluded  to  Mrs.  Hecht's  admission 
that  she  distrusted  and  had  no  confidence  in  Wilder 
or  in  his  judgment,  but  deemed  it  irrelevant.  It  ac- 
knowledged the  decisions  of  this  Circuit  and  other  cir- 
cuits limiting  Section  10(b)  of  the  Securities  Ex- 
change Act  to  misrepresentation,  non-disclosure  and 
a  person  misled,  and  the  decisions  of  this  Circuit 
making  the  defense  of  laches,  waiver  and  estoppel 
applicable  to  Mrs.  Hecht's  claims.  But  it  held  ^\  .  . 
this  case  cannot  be  and  will  not  be  resolved  on  the 
simplistic  formula  on  which  either  side  'can  take  all'." 

The  court  thereupon  swept  aside  the  mandate  of 
the  statute,  the  decisions  of  this  Circuit  and  other 
circuits  and  of  the  Supreme  Court.  It  ignored  the 
fact  that  Mrs.  Hecht's  acquiescence,  consent  and  par- 
ticipation in  her  trading  activities  with  knowledge 
and  understanding  made  the  Securities  Exchange  Act 
inapplicable.    It  did  not  interpret  the  law  as  a  trust 
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statute,  for  a  beneficiary  cannot  charge  a  trustee  with 
acts  she  approved  or  in  which  she  acquiesced,  as  plain- 
tiff did.  It  did  not  transmute  the  duties  of  a  broker 
to  those  of  an  investment  adviser  for  he  is  only  called 
upon  to  advise.  It  assumed  imlimited  jurisdiction  to 
determine  the  ''equities",  and  extended  the  Securities 
Exchange  Act  to  hold  a  broker  liable  for  activities 
of  which  it  or  a  jur}^  might  disapprove  because  they 
were  contrary  to  plaintiff's  needs  without  regard  to 
non-disclosure,  material  misrepresentation,  reliance, 
proximate  cause,  acquiescence,  consent  or  participa- 
tion. 

The  court  applied  Rule  lOb-5  to  all  manner  of 
broker-customer  relationships.  Commodity  trading  was 
brought  mthin  the  provisions  of  the  Securities  Ex- 
change Act.  Seemingly  it  held  that  Mrs.  Hecht's 
commodity  and  security  trading  accounts,  perhaps  as 
a  single  activity,  were  excessively  traded  and  that 
such  trading,  labeled  "churning",  was  alone  sufficient 
to  violate  lOb-5.  It  failed  to  state  clearly  its  standards 
in  determining  such  excess;  it  did  not  hold  they  were 
excessively  traded  by  the  standard  of  active  trading 
accounts  to  which  Mrs.  Hecht  had  acceded.  It  found 
excessive  trading  without  the  benefit  of  expertise  and 
contrary  to  the  testimony  of  plaintiff's  experts.  It 
found  "chuming"  without  finding  non-disclosure,  mis- 
representation (material  or  otherwise),  reliance  or  loss 
proximately  caused  thereby. 

On  the  basis  of  its  findings  of  plaintiff's  knowledge 
and  imderstandi ng  recited  above,  the  court  held  the 
defenses  of  laches,  waiver  and  estoppel  to  be  appli- 
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cable.  But  it  failed  to  recognize  that  a  plaintiff,  sus- 
picious and  distrusting  and  aware  that  her  account 
was  being  subjected  to  excessive  risk  by  the  very 
activities  the  court  found  culpable,  was  charged  with 
the  further  knowledge  or  imderstanding  inquiry 
would  have  disclosed,  and  surely  with  the  need  to  dis^ 
continue  any  fui'ther  dealings  with  Wilder  except  at 
her  own  risk,  that  she  could  not  wait  ''to  see  how 
[her]  iuvestment  turns  out  before  decid[uig]  to  in- 
voke the  provisions  of  the  Act"  (Royal  Air  Properties 
Inc.  V.  Smith,  312  F.  2d  210,  213,  224  (9  Cir.  1962)). 
Similarly,  it  regarded  the  applicable  Statute  of  Lim- 
itations tolled  by  non-disclosure,  but  failed  to  find  non- 
disclosure of  fact,  and  ignored,  as  it  did  with  regard 
to  laches,  waiver  and  estoppel,  that  plaintiff  was 
charged  with  the  knowledge  she  had  and  that  which 
she  should  be  expected  to  obtain. 

In  its  judgment  the  court  did  not  limit  damages, 
because  of  laches,  waiver  and  estoppel,  to  matters 
Mrs.  Hecht  did  not  know  or  imderstand.  It  returned 
to  the  plaintiff*  all  the  commissions  and  interest  it 
agreed  she  knowingly  expended,  even  commissions  for 
profitable  trading.  It  granted  to  her  damages  for 
losses  resulting  from  risk  it  found  she  knowingly  as- 
sumed, and  for  loss  of  income  she  contemplated  and 
realized.  It  did  not  find — nor  did  it  appear  to  con- 
sider such  a  finding  relevant — that  such  damages  were 
proximately  caused  by  defendant's  breach  of  duty; 
nor  did  it  consider  they  were  barred  by  the  fact  that 
she  "permitted  Wilder  and  his  firm  to  continue  han- 
dling" her  account  in  the  precise  manner  it  was  for 
seven  years. 
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ARGUMENT 

POINT  I 

THE  COURT  WAS  WITHOUT  JURISDICTION 

Complaints  parallel  to  the  one  before  this  Court 
have  been  uniformly  dismissed. 

Colonial  Realty  Corporation  v.  Bache  &  Co,, 

358  F.  2d  178  (2  Cir.  1966) ; 
Barnett  v.  Anaconda  Company,  238  F.  Supp. 

766  ( S.D.N. Y.  1965)  ; 
Meisel  v.  North  Jersey  Trust  Co.,  218  F.  Supp. 

274  (S.D.N.Y.  1963)  ; 
Setvard  v.  Hammond,  8  F.R.D.  457  (D.  Mass. 

1948)  ; 
Cooper  V.  North  Jersey  Trust  Co.,  226  F'.  Supp. 

972  (S.D.N.Y.  1964)  ; 
Bosen  v.   Bergman,  40  F.R.D.   19    (S.D.N.Y. 

1966). 

See  opinion  of  Sweigert,  J.,  C.M.C.  Corp.  v.  Kern 
County  Land  Co.,  CCH  Fed.  Sec.  L.  Rep.  1192275 
(N.D.  Cal.  1968). 

A.    The  Issue  of  Jurisdiction  Was  Properly  Raised. 

The  court  below  was  required  imder  Rule  12(h) 
of  the  Federal  Rules  of  Civil  Pl-ocedure  and  by  a 
host  of  cases  to  consider  at  pretrial  a  motion  to  dis- 
miss on  the  gToimd  of  lack  of  jurisdiction.  It  could 
not  decline  to  consider  its  jurisdiction. 

United  Mine  Workers  v.  Gihhs,  383  U.S.  715 
(1966). 

In  matters  where  the  facts  are  as  complex  as  vio- 
lations of  the  Security  Acts  tend  to  be,  or  the  com- 
plaint ambiguous,  the  motion  is  preferably  brought 


36 


at  pretrial  as  it  was  here,  rather  than  at  the  pleading 
stage. 

A.  T.  Brod  &  Co.  v.  Perlow,  375  F.  2d  393 

(2  Cir.  1967) ; 
Berger  v.  Brannan,  172  F.  2d  241    (10  Cir. 
1949)  cert.  den.  337  U.S.  941. 

If  the  pleadings  against  Harris  Upham,  as  distin- 
guished from  the  pleadings  against  Wilder,  failed  to 
state  a  cause  of  action  federally  cognizable  the  ac- 
tion against  it  must  be  dismissed  even  on  appeal. 

Gtilly  V.  First  National  Bank,  299  U.S.  109, 

115  (1936) ; 
United  Mine  Workers  v.  Gihhs,  383  U.S.  715 
(1966). 

B.  Mere  Alleg-ation  of  the  Federal  Statute,  or  Even  Facts 
Indicating  a  Violation  of  Federal  Statute,  Is  Not  Enough  to 
Invoke  Federal  Jurisdiction. 

The  federal  violation  must  be  the  proximate  cause 
of  the  damage  sought. 

Gidly  V.  First  National  Bank,  383  U.S.  715 

(1966)  ; 
Lapchack    r.   ^Sisto,   C'CH   Fed.    Sec.    L.    Rep. 

H  90721  (S.D.N. Y.  1955)  ; 
Hoover  i\  Allen,  241  F.  Supp.  760  ( S.D.N. Y. 
1965). 

The  allegations  of  federal  violation  may  not  be 
incidental  to  the  relief  or  merely  duplicate  in  part  a 
state  law  cause  as  it  does  in  the  complaint  and  pre- 
trial statement;  it  must  be  the  essential  claim  and 
the  basis  for  the  relief  sought. 
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GuUy  V.  First  National  Bank,  383   U.S.  715 

(1966) ; 
Bamett  v.  Anaconda  Company,  238  F.  Supp. 

766  (S.D.N.Y.  1965); 
Meisel  v.  North  Jersey  Trust  Co.,  218  F.  Supp. 

274  (S.D.N.Y.  1963). 

C.  No  Claim  Was  Asserted  Ag-ainst  Harris  Upham. 

The  pretrial  statement  failed  to  state  common  law 
or  statutory  grounds  for  making  Harris  Upham  a 
party.  No  facts  were  alleged  to  charge  it  with  knowl- 
edge of  entnistment,  bad  faith  or  participation  under 
Section  20(a). 

Kamen  &  Co.  v.  Paid  H.  Aschkar  &  Co^,  "382 
F.  2d  689  (9  Cir.  1967),  cert,  granted,  88  S. 
Ct.  1021  (1968). 

D.  Breaches  of  Trust,  Contract  or  Fair  Trade  Practices  Are  Not 
a  Violation  of  Federal  Law. 

Plaintiff's  action  and  her  damages  were  for  breach 
of  trust  and  breach  of  contract.  These  are  not  viola- 
tions of  federal  law. 

Los  Angeles  Trust  D.  c£-  Mtg.  Exchange  v.  Se- 
curities and  Exchange  Commission,  264  F.  2d 
199,  210  (9  Cir.  1959)  ; 
Glickman  v.  Schweickart  <£-  Co.,  242  F.  Supp. 

670  (S.D.N.Y.  1965); 
Seward  v.  Hammond,  8  F.R.D.  457  (D.  Mass. 

1948)  ; 
Meisel  v.  North  Jersey  Trust  Co.,  218  F.  Supp. 
274  (S.D.N.Y.  1963)  ; 


38 


Cooper  V.  North  Jersey  Trtist  Co.,  226  F.  Supp. 

972  (S.D.N.Y.  1964)  ; 
Keers  and  Company  v.  American  Steel  Pump 

Corp.,  234  F.  Supp.  201  ( S.D.N. Y.  1964). 

Nor  are  unfair  trade  practices. 

Colonial  Realty  Corporation  v.  Bache  &  Co., 
358  F.  2d  178  (2  Cir.  1966). 

Material   misrepresentation,    or   non-disclosure,    reli- 
ance and  proximate  cause  need  to  be  recited,  certainly 
in  a  pretrial  memorandimi,  to  come  within  Rule  lOb-5. 
Royal  Air  Properties,  Inc.  v.  Smith,  312  F.  2d 

210  (9  Cir.  1962)  ; 
Los  Angeles  Trust  D  d  Mtg.  Exchange  v.  Se- 
curities and  Exchange  'Commission,  264  F.  2d 

199,  209  (9  Cir.  1959) ; 
Smith  V.  Bear,  237  F.  2d  79,  88  (2  Cir.  1956)  ; 
Matheson  v.  Armhrust,  284  F.  2d  670  (9  Cir. 

1960),  cert.  den.  365  U.S.  870; 
Fischman  v.  Raytheon  Mfg.  Co.,  188  F.  2d  783 

(2  Cir.  1951)  ; 
List  V.  Fashion  Park,  Inc.,  340  F.  2d  457  (2 

Cir.  1965),  cert.  den.  382  U.S.  811; 
Baitd  V.  Franklin,  141  F.  2d  238  (2  Cir.  1944) ; 
C.M.C.  Corp.  V.  Kern  County  Land  Co.,  CCH 

Fed.  Sec.  L.  Rep.  1192275   (N.D.Cal.  1968). 

While  a  ^' trust"  or  ''fiduciary"  relationship  may  in- 
crease the  need  for  disclosure  of  facts  unknown  and 
not  apparent,  they  do  not  obviate  the  need  for  prov- 
ing fraud  by  non-disclosure  as  distinguished  from 
other  breaches  of  trust. 
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Charles  Hughes  d  Co.  v.  SE€,  139  F.  2d  434, 
437  (2  Cir.  1943),  cert.  den.  321  U.S.  786. 

The  assumption  of  jurisdiction  by  the  federal  courts 
merely  because  a  federal  statute  is  cited,  or  ''fraud" 
is  employed  to  label  defendant's  conduct  would  de- 
prive state  courts  of  their  traditional  jurisdiction  in 
actions  in  which  securities  are  in  any  respect  involved. 
Section  27  of  the  Securities  Exchang-e  Act  provides 
that  federal  courts  "shall  have  exclusive  jurisdiction 
of  violations  of  this  title  or  the  rules  and  regulations 
thereunder,  and  of  all  suits  ..."  It  would  also  elimi- 
nate the  right  of  either  party  to  seek  arbitration  pro- 
vided by  the  security  exchanges.  See  Colonial  Realty 
Corp.  V.  Bache,  su])ra  (at  pp.  182,  183),  for  a  detailed 
analysis  of  this  issue. 

We  submit  the  court  should  be  chary  of  permitting 
invocation  of  federal  jurisdiction,  just  as  the  Second 
Circuit  has  been.  The  result  is  not  a  harsh  one ;  coun- 
sel for  the  plaintiff  was  fully  familiar  with  the  limita- 
tions of  a  federal  right  of  action ;  he  had  appeared  as 
counsel  for  a  defendant  in  Meisel  v.  North  Jersey 
Trust  Co.,  supra,  and  had  successfully  raised  this 
issue. 

E.  "Excessive  Trading"  Alone  Does  Not  Create  a  Federal 
Rig-ht  Under  Section  10(b)  and  Rule  10  b-5  of  the  Securities 
Exchange  Act. 

"Excessive  trading"  was  only  incidentally  alleged 
in  the  complaint  and  inadequately  supported  at  pre^ 
trial.  It  would  not  be  sufficient  to  sustain  federal 
jurisdiction.  But  since  the  court's  opinion  relies  ex- 
clusively on  "churning"  to  grant  damages,  some  not 
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even  contemplated  by  the  pleader,  we  set  forth  the 
statutory  background  to  demonstrate  that  an  allega- 
tion of  "excessive  trading"  alone  is  not  a  violation  of 
Rule  lOb-5. 

The  only  statutoiy  or  regulatory  reference  to  exces- 
sive trading  appears  in  Rule  15c  1-7  of  the  Securities 
and  Exchange  Commission  under  Section  15c-l  of  the 
Securities  Exchange  Act.  Section  15  legislates  only 
with  respect  to  over-the-counter  securities. 

It  is  doubtful  that  Rule  15c  1-7  describes  a  decep- 
tive or  fraudulent  device.  3  Loss,  Securities  Regula- 
tion, p.  1481  (1962).  But  we  do  not  need  to  discuss 
this  issue.  A  complaint  based  on  violation  of  this 
section  alone  would  be  barred  by  the  one-year  statute 
of  limitations  in  Section  29(b)  of  the  Act. 

Goldenberg  v.  Bache  &  Co.,  270  P.  2d  675  (5 

Cir.,  1959)  ; 
Maker  v.  J.  R.  WilUston  dc  Bean,  Inc.,  280  F. 
Supp.  133  (S.D.N.Y.  1967). 

Section  10(b)  of  the  Securities  Exchange  Act  does 
not  prohibit  any  conduct  except  that  proscribed  by  the 
Commission.  Rule  lOb-3  incorporates  the  definition 
of  "  'manipulative,  deceptive  or  other  fraudulent  de- 
vice' as  such  term  is  used  in  section  15(c)  (1)  of  the 
Act";  but  transactions  over  a  national  securities  ex- 
change are  excluded.  The  reason  for  the  exclusion  is 
apparent.  The  vice  of  excessive  trading  is  the  cost, 
which  is  often  hidden  and  is  generally  higher  in  over- 
the-counter  transactions,  but  is  obvious  in  national 
exchange  transactions,  perhaps  not  to  the  novitiate, 
but  surely  to  someone  who  has  traded  for  any  period. 
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In  any  event  ''excessive  trading"  is  not  per  se  a  viola- 
tion of  Rule  lOb-5. 

Excessive  trading  might  conceivably  be  part  of  a 
course  of  conduct  or  a  device,  scheme  or  artifice  which 
would  operate  as  a  fraud,  and  would  therefore  be 
prohibited  by  Rule  lOb-5.  But  facts  leading  to  the 
conclusion  that  plaintiff  was  defrauded  or  misled  by 
her  reliance  to  her  damage  by  defendants'  course  of 
conduct,  material  non-disclosure,  misrepresentation,  or 
deceptive  device,  are  not  set  forth  in  the  pleadings, 
nor  are  such  facts  stated  in  the  pretrial  statement, 
as  they  needed  to  be  to  invoke  Rule  lOb-5. 

Plaintiff  could  not  so  allege  because  her  entire 
theory  of  action  as  pleaded  is  that  she  turned  over  her 
assets  to  Wilder  in  1955  before  she  came  to  Harris 
Upham  and  was  told  nothing  by  him  throughout  the 
time  she  was  a  customer  of  Harris  Upham.  She  was 
completely  detached  from  the  activities  of  her  account. 


POINT  II 


PLAINTIFF'S  COMMODITIES  TRADING  DOES  NOT  COME 
WITHIN  THE  JURISDICTION  OF  THE  FEDERAL  COURTS 

A.    Commodities   Are   Not   Securities   and   the   Court   Lacked 
Original  or  Pendant  Jurisdiction. 

Commodities  are  not  securities,  and  impropriety,  if 
any,  in  commodity  trading  does  not  come  within  the 
Security  Acts.  See : 

Sinva  v.  Merrill  Lynch,  Pierce,  Fenner  <& 
Smith,  253  F.  Supp.  359  (S.B.N.Y.  1966), 
and  cases  there  cited. 
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Jurisdiction  over  commodity  transactions  can  be 
predicated,  if  at  all,  only  upon  pendant  juris- 
diction, whose  limitations  the  court  below  refused  to 
consider  at  pretrial,  as  it  was  required  to  do. 

United  Mine  Workers  v.  Gihhs,  383  U.S.  715 
(1966). 

To  determine  the  scope  of  pendant  jurisdiction,  it  is 
necessary  to  define  the  scope  of  primary  jurisdiction. 
Since  a  breach  of  trust  with  respect  to  a  securities 
account  is  not  the  basis  of  original  jurisdiction,  such 
a  claim  cannot  bring-  within  the  federal  courts  a 
breach  of  trust  with  respect  to  commodities,  the  pre- 
cise claim  in  plaintiff's  complaint. 

Assuming  arguendo  that  plaintiff  pleaded  a  cause 
of  action  cognizable  in  federal  law  of  excessive  trad- 
ing of  securities,  it  would  not  follow  that  the  court 
would  have  pendant  jurisdiction  over  a  parallel  course 
of  conduct  in  connection  with  the  trading  of  commodi- 
ties even  if  it  had  been  pleaded.  United  Mine  Workers 
V.  Gihhs,  supra,  defines  the  scope  of  federal  pendant 
jurisdiction  as  a  '^common  nucleus  of  operative  facts". 
See  also : 

Moynihan  v.  Pari-Mutuel  Employees  Guild,  317 
F.  2d  209,  211,  212  (9  Cir.  1963),  cert.  den. 
375  U.S.  911 ; 
Fidelity  Deposit  Co.  of  Md.  v.  Harris,  360  F. 

2d  402,  441  (9  Cir.  1966)  ; 
Duhil  v.  Rayford  Camp  &  Co.,  184  F.  2d  899 
(9  Cir.  1950). 

The  essence  of  "churning"  of  securities  is  discre- 
tionary "purchases  and  sales  which  are  excessive  in 
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size  and  frequency  in  view  of  the  financial  resources 
and  character  of  the  account"  (Rule  15c  1-7)  and 
fraud.  Proof  of  excessive  trading  of  securities  is  com- 
pletely different  from  proof  of  excessive  trading  of 
commodities.  The  transactions  and  facts  to  be  proved 
are  different  and  separate,  the  standards  by  which 
excessive  trading  is  measured  are  diff'erent  because 
the  markets  are  totally  different.  The  broker  is  under 
no  obligation  to  see  to  his  client's  ''needs",  ''circum- 
stances" or  "objectives".  All  who  enter  the  market 
come  to  speculate.^'  The  two  areas  do  not  share  a 
"common  nucleus  of  operative  facts",  only  a  common 
adjective. 

The  court  ])elow  sought  to  encompass  commodity 
trading  into  security  trading  by  finding  a  nexus  be- 
tween them  instead  of  a  common  nucleus  of  operative 
facts.  That  nexus  was  alleged  commingling.  Aside 
from  the  fact  that  no  commingling  existed  or  was 
pleaded,  the  nexus  would  not  suffice.  The  theory  of 
the  court  below  would  automatically  grant  federal 
jurisdiction  to  every  plaintiff  customer  who  had  both 
a  securities  and  commodities  accoimt  with  the  same 
broker  and  complained  al^out  both.  Surely  such 
breadth  of  jurisdiction  was  not  contemplated  by  Con- 
gress. 

Errion  v,  ConnelJ,  236  F.  2d  447  (9  Cir.  1956), 
Sinva  Inc.  v.  Merrill  Lynch,  Pierce,  Fenner  <£■  Smith, 
supra,  and  Goodman  v.  H.  Hentz  d  Co.,  265  F.  Supp. 
440  (N.D.  111.  1967)  (cited  by  the  court)  are  not  to 
the  contrary.    A   single  transaction  involving   secu- 


^■^Except  warehousemen,  producers  and  consumers  who  hedge. 
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lities  and  commodities  may  come  within  the  Security 
Acts  and  appropriate  allegation  may  escape  a  motion 
to  dismiss  a  pleading.  But  a  broker's  commodity 
trading  cannot  be  searched  under  the  Security  Acts 
because  his  security  trading  is  so  searched. 

B.    The  Court  Below  Erred  in  Incorporating  Commodity  Trading 
Into  Rule  lOb-5. 

Because  it  lacked  pendant  jimsdiction  the  court 
sought  to  invoke  federal  jurisdiction  by  describing 
the  trading  in  commodities  as  the  means  of  making 
commissions  in  securities  trading.  Even  poetic  li- 
cense would  not  admit  of  such  a  description.  Selling 
real  estate,  watches  and  toys  are  also  means  of  mak- 
ing commissions.  A  broker's  suggestions  to  a  customer 
for  trading  commodities  is  surely  a  method  of  making 
commissions,  but  it  is  making  commissions  in  com- 
modities, not  in  securities,  and  is  not  the  regulation 
Congress  intended.  Furthermore,  earning  commissions 
is  not  a  federally  prohibited  act,  and  is  not  a  legally 
operative  fact  which  would  be  the  basis  for  a  common 
nucleus. 

Implicit  in  tlie  court's  analysis  and  judgment  is 
that  there  are  two  laws  applicable  to  commodity  trad- 
ing: One  that  applies  when  there  is  a  security  ac- 
count, and  one  that  applies  in  the  absence  of  a  secu- 
rity account.  Presumably,  if  Mrs.  Hecht  had  her 
security  account  elsewhere  she  would  not  be  entitled 
to  relief  for  her  commodity  trading,  even  if  the  court 
had  jurisdiction.  Or  was  the  court  of  the  view  that 
"churning"  beans  is  subject  to  Securities  and  Ex- 
change Commission  regulation'? 
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C.    Federal  Law  Does  Not  Prohibit  "Excessive  Trading"  of 
Commodities. 

Con^esis  lias  provided  for  the  regulation  of  certain 
commodities  exchanges  by  the  Department  of  Agri- 
culture, not  by  the  Securities  and  Exchange  Commisr 
sion  (Commodity  Exchange  Act,  7  U.S.C.  §§  l-17a). 
The  Securities  and  Exchange  Commission,  therefore, 
could  not  have  issued  any  rule  or  regulation  under 
Section  10(b)  with  respect  to  commodities.  Nor  does 
the  Secuiities  and  Exchange  Commission  attempt  or 
intend  to  regulate  improper  conduct  or  fraudulent  or 
manipulative  device  in  the  trading  of  commodities. 
Furthermore,  irrespective  of  the  propriety  or  im- 
propriety of  the  plaintiff's  trading  of  commodities 
v^^ith  defendant,  excessive  trading  of  commodities  is 
not  a  toii:.  mider  any  law,  absent  fraud  or  deceit  which 
plaintiff  failed  to  claim  or  i^rove,  and  the  court  failed 
tofind^^  (7  U.S.C.  §6b). 


POINT  in 


PLAINTIFF'S  CLAIMS  ARE  BARRED  BY  HER 
LACHES,  WAIVER  AND  ESTOPPEL 

In  Royal  ^Air  Properties  Inc.  v.  Smith,  supra,  this 
court  held: 

''The  purpose  of  the  Securities  Exchange  Act  is 
to  protect  the  innocent  investor,  not  one  who  loses 
his  innocence  and  then  waits  to  see  how  his  in- 
vestment turns  out  before  he  decides  to  invoke 
the  provisions  of  the  Act."   (312  F.  2d  at  213-14.) 


25More  than  a  violation  of  Section  20(a)   would  be  needed  to 
bind  Harris  Upham. 
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It  held  doctrines  of  estoppel,  waiver  and  laches  may 
be  invoked  against  a  plaintiff  claiming  under  the 
Security  Acts.  It  cited : 

Carr  v.  Warner,  137  F.  Supp.  611   (D.  Mass. 

1955)  ; 
Nash  V.  Watmer,  137  F.  Supp.  615  (D.  Mass. 
1955). 

In  both  Warner  cases  plaintiff  claimed  churning  of 
securities  accounts.  In  both  of  them  the  same  allega- 
tions were  made  by  the  plaintiff  as  are  made  by  Mrs. 
Hecht,  and  the  same  proof  tendered.  The  claims  were 
rejected.  Neither  of  the  plaintiffs  had  the  experience 
that  Mrs.  Hecht  had  in  the  trading  of  securities. 
Neither  had  assumed  the  risk  of  a  ''speculative"  com- 
modity account  as  tlie  court  found  Mrs.  Hecht  had. 
Neither  of  them  admitted  studjdng  their  brokerage 
accounts  on  a  day  to  day  basis,  or  talking  to  their 
broker  daily.  Both  of  them  asserted  their  confidence 
in  and  reliance  on  their  registered  representatives, 
and  Mrs.  Cari"  regarded  her  broker  a  family  friend. 

Unlike  the  court  below,  the  court  accepted  their 
testimony  as  reliable.  But  it  charged  them  with  an 
ability  to  read  and  miderstand  the  slips  they  received 
which  showed  their  commissions,  just  as  the  court  in 
the  instant  case  found  that  Mrs.  Hecht  could  read  her 
slips.  It  was  not  swayed  by  "comprehension  of  risk", 
as  the  court  below  was,  for  that  does  not  suggest  non- 
disclosure, and  the  "risk"  of  paying  commissions  is 
apparent. 

See  also: 

Merrill  Lynch,  Pierce,  Fenner  &  Smith  Inc.  v. 
Bocock,  247  F.  Supp.  373  (S.D.  Tex.  1965). 
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The  court  below  ixeaepted  the  mandate  of  this  court 
in  Royal  Ah-  Properties  Inc.  v.  Smith,  supra.  It  held 
that  plaintiff  was  barred  by  estoppel,  laches  and 
waiver  specifically  as  those  terms  were  defined  in 
Eoyal  Air  Properties  Inc.  v.  Smith,  333  F.  2d  568, 
571  (9th  Cir.  1964),  and  found  all  the  facts  required. 
But  it  found  extensive  damage  because  plaintiff's 
knowledge  was  insufficient  to  appreciate  the  ''risk". 
The  court  did  not  define  the  risk  or  state  how  it  dif- 
fered in  character  from  that  of  actively  trading  se- 
curities and  speculating  in  commodities  to  which 
plaintiff  agreed,  although  she  knew  it  was  contrary 
to  her  wishes  and  her  needs.  There  is  no  lisk.  Risk 
is  a  function  of  the  quality  of  the  securities  held,  not 
of  turnover.  Excessive  trading  leads  to  excessive  com- 
missions, not  to  risk,  a  fact  of  which  plaintiff  surely 
was  aware  since  1931,  and  had  again  impressed  upon 
her  when  she  began  actively  to  trade  at  Hooker  & 
Fay  in  1955  and  1956.  Actually,  plaintiff  evaluated 
her  situation  with  Wilder  as  "insecure"  in  1957.  Fail- 
ure to  appreciate  the  importance  of  commissions  is  a 
beginner's  eiTor.  For  plaintiff  to  have  appreciated 
the  risk  of  buying  non  "blue  chips",  as  the  court 
found  and  plaintiff  testified,  and  yet  not  comprehend 
the  cost  of  trading  after  twenty-five  or  thirty  years 
of  market  interest  beggars  understanding,  especially 
since  there  was  no  testimony  to  support  the  finding, 
and  Mrs.  Hecht  assured  the  court  she  knew  her  com- 
missions were  a  lot  and  "  acciunulating".  Surely  per- 
sons aged  65  cannot  be  presmned  to  have  lost  such 
elementary  understanding  and  judgment.  The  pre- 
sumption if  any  would  be  contrary. 
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The  court  below  failed  to  recognize  that  the  doc- 
trine of  laches  and  estoppel  applies  not  only  to  what 
the  plaintiff  specifically  knew  but  also  to  what  she 
had  reason  to  know.  In  the  second  Royal  Air  Prop- 
erties case,  this  court  stated : 

''To  hold  one  to  diligence  in  discovering  his  rights 
is  reasonable  in  the  case  of  laches  and  estoppel, 
where  another  has  acted  in  the  interim  to  his 
detriment.  The  defenses  of  laches  and  estoppel 
do  not  spring  principally  from  intent,  as  does 
waiver,  but  from  injury  to  the  deceived  party 
caused  by  neglect  or  misleading  action  to  the 
delaying  party.  But  no  detriment  to  a  third  party 
is  required  for  waiver,  it  is  imilaterally  accom- 
plished." 333  F.  2d  at  571. 

Cf.  Turner  v.  Lundquist,  377  F.2d  44  (9  Cir. 
1967). 

The  imputation  of  knowledge,  particularly  in  mat- 
ters involving  fraud,  to  what  a  plaintiff,  judged  by 
the  standards  of  a  reasonable  man,  should  have 
learned  by  investigation  is  set  forth  in  detail  in  Da- 
vidson V.  Grady,  105  F.2d  405,  408  (5  Cir.  1939).  The 
court.,  speaking  through  Hutcheson,  J.,  stated: 

''.  .  .  there  is  knowledge  or  notice  of  a  fraud  if 
there  is  reasonable  opportunity  to  acquire  knowl- 
edge, Wetzel  V.  Minnesota,  169  U.S.  237,  18  S.Ct. 
307,  42  L.Ed.  730.  One,  in  short,  will  be  charged 
with  knowledge,  where  the  evidence  leads  to  the 
conclusion  that  he  could  have  informed  himself 
of  the  facts  by  the  degree  of  diligence  which  the 
law  required,  Charles  Foster  v.  Mansfield,  Cold- 
water  &  Lake  Michigan  Railroad  Co.,  146  U.S.  88, 
13  S.Ct.  28,  36  L.  Ed.  899,  where  the  circum- 
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stances  of  which  he  was  cognizant  were  such  as 
to  put  a  man  of  ordinary  prudence  on  inquiry." 

Directly  in  point  is  Holman  v.  Gulf  Refining  Co., 
76  F.2d  94,  99  (5  Cir.  1935)  where  the  plaintiffs 
conceded,  as  plaintiff  here  does,  their  discontent  and 
suspicions : 

^' While  ordinarily  none  exists  as  to  unsuspected 
fraud,  particularly  touchinc,-  a  confidential  rela- 
tionship, yet  where  there  is  suspicion  neglect  to 
learn  what  might  be  known  is  counted  as  knowl- 
edge. Foster  v.  Mansfield,  etc.,  146  U.S.  88,  89, 
99,  13  S.Ct.  28,  36  L.  Ed.  899;  Johnston  v.  Stand- 
ard Mining  Co.,  148  U.S.  360,  13  S.Ct.  585,  37  L. 
Ed.  480;  Broderick's  Will,  21  Wall.  503,  504,  22 
L.  Ed.  599;  Burke  v.  Smith,  16  Wall.  390,  391, 
401,  21  L.  Ed.  361;  Felix  v.  Patrick,  145  U.S. 
317,  12  S.Ct.  862,  36  L.  Ed.  719.  ...  One  cannot 
wait  for  a  full  development  of  his  evidence  if  he 
has  knowledge  of  the  fraud.  Simon  v.  Goodyear 
Co.  (CCA.)  105  F.  573,  581,  52  L.R.A.  745.  In 
this  case  the  Holmans  say  they  Avere  discontented 
and  suspicious  from  the  first,  and  in  1922  or  1923 
heard  of  the  pooling  agreement." 

See  also: 

Hampton  v.  Paramount  Pictures  Corp.,  279  F. 

2d  100  (9  Cir.  1960) ; 
Yoshida  v.  Liherty  Mut.  Ins.  Co.,  240  F.2d  824, 

830  (9  Cir.  1957) ; 
Jeffrey  v.  Pioneer  Placer  Dredging  Co.,  50  F. 

Supp.  43  (D.  Mont.  1943). 

The  propriety  of  applying  the  doctrine  of  estoppel 
to  the  entire  claim  of  plaintiff  herein  is  underlined 


50 


by  the  fact  that  her  conduct,  even  before  1957,  as  the 
court  below  found,  was  completely  inconsistent  with 
all  of  her  present  claims,  and  led  Harris  Upham  to 
deal  with  her  on  a  basis  where  she  accepted  invest- 
ment objectives  however  contrary  she  knew  they  were 
to  her  needs. 

United  States  Fidelity  c§  Guar.  Co.  v.  Stewart's 

Downtotvn    Motors,    336    F.2d    549    (9    Cir. 

1964)  ; 
Mosley  v.  Magnolia^  Petroleum   Co.,  114  P.2d 

740,  771-772    (N.M.  1941). 

Whatever  the  duties  of  a  broker,  surely  they  do  not 
go  so  far  as  to  require  constant  questioning  of  appar- 
ently satisfied  customers.  The  speed  and  fluctuation 
of  the  market,  and  the  concomitant  need  for  prompt 
action  has  historically  led  the  courts  to  disapprove  of 
belated  customer  complaints. 

Law   V.   Cross,   66   U.S.    (1   Black)    533,   539 

(1861)  ; 
Brite  V.  W.  J.  liowey  Co.,  81  F.2d  840  (5  Cir. 

1936)  ; 
Leviten  v.  Brickley,  Mandeville  dt  Wimple,  Inc., 

35  F.2d  825  (2  Cir.  1929)  ; 
In  re  Byrne,  32  F.2d  189   (2  Cir.  1929)    (per 

Hand,  J.)  ; 
Griffin  v.  Payne,  133  Cal.  App.  363,  373  (1933). 

The  doctrine  of  laches,  waiver  and  estoppel  apply 
to  past  conduct.  Most  of  the  conduct  of  which  plain- 
tiff complained  also  occurred  contemporaneously  or 
after  she  was  aware  of  all  the  facts  and  Wilder's  prac- 
tices, was  suspicious  of  him,  and  lacked  confidence 
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in  him.  The  true  doctrines  applical^le  to  a  fact  situa- 
tion such  as  this  are  more  than  laches,  waiver,  and 
estoppel.  They  are  also  acquiescence,  consent  and 
participation.  If  Mrs.  Hecht  dealt  with  a  registered 
representative  in  whom  she  had  no  confidence  or 
trust,  of  whom  she  was  suspicious  and  concerned  on 
the  very  question  of  risk,  and  to  whom  she  assigned 
functions  personal  to  her  and  not  authorized  by  Har- 
ris Upham,  as  she  insists  she  did,  surely  she  cannot 
complain.  This,  we  suggest,  is  really  the  doctrine  of 
the  first  decision  of  this  Court  in  Royal  Air  Properties 
Inc.  V.  Smith,  supra.  The  Security  Acts  were  not 
intended  to  open  the  courts  to  such  unjust  enrichment, 
or  to  fulfillment  of  avaricious  dreams  sorely  disap- 
pointed. 


POINT  IV 

THE  COURT  MISCONCEIVED  THE  LAW  OF  "CHURNING";  IT 
TAILED  TO  FIND  THE  NECESSARY  FACTS;  AND  THE 
FACTS  FOUND  ARE  NOT  SUPPORTED  BY  THE  EVIDENCE 

The  tenn  "churning"  is  a  term  of  obloquy  often 
left  imdefined.  It  is  not  used  in  any  statute  or  regula- 
tion and  does  not  per  se  constitute  a  violation  of  any 
law  or  regulation.  Its  use  by  the  Securities  and  Ex- 
change Commission  in  determining  whether  a  broker 
has  been  guilty  of  a  fraudulent  or  unfair  trade  prac- 
tice under  Rule  15c-l  or  under  the  Rules  of  the  Na- 
tional Association  of  Securities  Dealers  furnishes  a 
guide  to  the  nature  of  some  "churning"  activity,  but 
not  to  what  is  or  is  not  a  fraud  under  Rule  lOb-5.  (See 
supra  Point  I-E.)  Nor  does  a  Securities  and  Exchange 
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Commission  finding  of  a  Rule  1013-5  violation  require 
as  much  proof  as  that  in  an  action  at  law  for  dam- 
ages. The  Commission  may  condemn  a  fraudulent 
practice  without  finding  that  the  fraud  succeeded  in 
misleading  anyone. 

List  V.  Fashion   Park,  Inc.,  340  F.2d  457    (2 

Cir.),  cert,  den.,  382  U.S.  811   (1965); 
Los  Angeles  Trust  D.  &  Mtg.  Co.  v.  SEC,  264 

F.2d  199  (9  Cir.  1959)  ; 
Cf.  SEC  V.  Capital  Gains  Research  BureoM, 
Inc.,  375  U.S.  180  (1963). 

Thus,  a  court's  finding  of  churning  without  more 
is  not  a  definitive  or  even  significant  finding  of  fact 
or  law,  and  offers  no  hint  whether  the  proper  prin- 
ciples of  law  have  been  applied  or  the  necessary  facts 
proved  to  satisfy  an  action  for  damages  under  Rule 
lOb-5,  particularly  in  the  instant  case. 

The  coiu't  below  recited  many  definitions  of  churn- 
ing, some  of  which  included  as  standards  ''the  suit- 
ability" of  the  activity  in  plaintiff's  account  to  her 
''financial  needs"  and  "circumstances".  These  stand- 
ards are  applicable  to  matters  involving  the  Rules  of 
the  National  Association  of  Securities  Dealers.  Earlier 
in  its  opinion  the  court  barred  such  considerations  as 
a  basis  for  relief  not  only  because  it  regarded  them 
as  legally  inapplicable  but  also  because  of  plaintiff's 
waiver,  laches  and  estoppel.  The  court  did  not  define 
precisely  what  it  deemed  to  be  churning  as  a  violation 
of  Rule  lOb-5.  It  held  Mrs.  Hecht's  account  was 
churned  in  1962  to  1964  when  it  was  inactive.  It 
appeared  to  l^elieve  that  "churning"  by  any  definition 
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and  "naivete"  are  proof  of  fraud  under  Rule  lOb-5, 
and  that  it  did  not  need  to  find  (1)  a  material  fact 
undisclosed  in  a  relationship  of  confidence  which  re- 
quired disclosure  of  such  fact,  (2)  reliance,  or  (3) 
dajmage  proximately  caused.  It  did  not  make  such 
findings.  The  court  confused  "control"  with  confidence 
although  the  former  only  evidences  the  latter,  and 
only  the  latter  creates  the  need  for  disclosure.  The 
opinion  of  the  court  is,  therefore,  clearly  erroneous 
and  contrary  to  law. 

The  court  could  not  find  damage  from  security 
"churning";  Mrs.  Hecht's  account  was  profitable  dur- 
ing every  year  she  actively  traded  (Exs.  291,  324, 
325). 

A  finding  of  fraud  requires  non-disclosure  of  mate- 
rial fact  required  to  be  disclosed  because  of  relation- 
ships of  the  parties,  or  a  misrepresentation  relied 
upon. 

N orris  cC-  Hirshberg,  Inc.   v.   SEC,   177   F.2d 

228,  231   (D.D.C.  1949) ; 
Royal  Air  Properties  Inc.  v.  Smith,  312  F.2d 
210   (9  Cir.  1962). 

See  cases  cited  supra,  Point  I. 

Fraud  in  the  context  of  a  "churning"  case  under 
Rule  lOb-5  requires  as  necessary,  but  not  sufficient 
conditions,  a  relationship  of  confidence  and  trust,  a 
broker's  dishonest  assurances  of  his  concern  for  the 
customer,  and  a  customer  unaware  of  the  distinction 
between  trading  and  investment,  or  other  undisclosed 
material  fact  which  would  influence  the  judgment  of 
a  reasonable  but  uninformed  person.   Any  other  view 
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of  the  law  would  make  of  "churning"  an  absolute 
legal  liability,  and  would  be  cynical,  for  one  could 
''play  along"  with  a  broker's  suggestion  only  to  vic- 
timize him  and  make  him  surety  for  losses. 

Rule  lOb-5  has  not  been  so  interpreted. 

Royal  Air  Properties,  Inc.  v.  Smith,  312  F.2d 

210  (9  Cir.  1962)  ; 
List  V.  Fashion  Park,  Inc.,  340  F.2d  457    (2 

Cir.),  cert,  denied,  382  U.S.  811   (1965); 
Estate  Counselling  Serv.  Inc.  v.  Merrill  Lynch, 

Pierce,  Fenner  &  Smith,  Inc.,  303  F.2d  527, 

532  (10  Cir.  1962)  ; 
Bosen  v.   Bergman,  40   F.R.D.   19    (S.D.N.Y. 

1966)  and  the  cases  there  cited; 
Smith  V.  Wright,  188  C.A.  2d  790,  10  Cal.  Rptr. 

675   (1961). 

See  also: 

A.L.I.,   Restatement  of  Toi-ts   §483    (2nd  Ed. 

1965) ; 
Mida   V.    Meijer,    132    C.A.    2d   279,    282    P.2d 

107,  109  (1955). 

The  facts  in  this  case  are  totally  foreign  to  these 
requirements  of  the  law.  Mrs.  Hecht's  many  years  in 
the  market  and  her  admissions  cannot  be  forced  into 
such  a  mold.  The  court  did  not  find  non-disclosure,  a 
relationship  of  confidence  requiring  disclosure,  or  re- 
liance. Mrs.  Hecht  was  aware  of  the  facts.  She  had 
no  confidence  in  her  l^roker;  she  did  not  rely  on  his 
assurances  or  ask  him  to  determine  the  character 
of  her  account,  risk,  commissions  and  the  like.  Her 
suspicions,  her  distrust  and  her  knowledge  and  ability 
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to  appraise  the  fact  that  her  orders  were  being  vio- 
lated and  she  was  actively  trading  and  speculating 
are  sufficient  to  destroy  any  color  of  innocence  or 
naivete. 

Plaintiff's  rights  are  not  increased  by  urging 
Wilder  was  a  ''fiduciary".  Fiduciary  obligations 
originate  in  trust  and  are  terminated  by  distrust. 

Odorizzi  v.  Bloom-field  School  Dist.,  246  Cal. 
App.  2d  123,  129,  54  Cal.  Rptr.  533  (1966)  ; 
Ahrams  v,  Bendaf,  165  Cal.  App.  2d  89,  95, 
331  P.2d  657,  660  (1958)  and  cases  cited. 

A  person  distrusted  has  no  duty  to  state  his  opinion 
of  active  trading — it  would  seiTe  no  purpose. 

At  least  one  court  has  held  that  excessive  trading 
ma/i/  operate  as  a  fraud,  as  it  might. 

Lorenz  v.  Watson,  258  F.  Supp.  724  (E.D.  Pa. 
1966). 

But  churning  need  not  be  a  fraud  ;^'*  it  cannot  be  in 
a  relation  of  distrust.  Ftirthermore  ordinary  common 
sense,  educated  by  a  few  months  of  market  experience 
especially  in  securities  traded  over  national  exchanges 
would  educate  even  the  naive  and  the  imprudent  to 
the  fact  that  trading  costs  money,  provided  they  read, 
as  plaintiff  did,  and  know  the  commissions  incuiTed, 
as  plaintiff  did, 

Merrill  Lynch,  Pierce,  Fenner  d;  Smith,  Inc.  v. 
Bocock,  247  F.  Supp.  373  (S.D.  Tex.  1965); 


^mewkirk  v.  Hay  den,  Stone  &  Co.,  CCH  Fed.  Sec.  L.  Rep. 
Tf91,62]  (S.D.  Cal.  1965),  on  which  the  court  relied  was  decided 
under  Rule  15c  1-7.  See  also  Point  I-E,  supra. 
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Carr  v.  Warner,  137  F.  Siipp.  611   (D.  Mass. 

1955)  ; 
Nash  V.  Warner,  137  F.  Siipp.  615  (D.  Mass. 

1955)  ; 

Cf.  Adams  v.  Albany,  80  F.  Siipp.  876,  880-81 
(S.D.  Cal.  1948). 

A  ''material  misrepresentation"  means  a  misrepre- 
sentation that  would  influence  the  jud.srment  of  a  rea- 
sonable man  without  regard  to  individual  personality. 
The  securities  market  surely  is  not  as  simple  from 
the  point  of  view  of  the  customer  as  many  others,  but 
it  is  not  to  be  assumed  that  every  customer  is  ' '  dumb" 
and  unaware  of  the  self-interest  of  every  broker,  or 
totally  unsuspecting.  Even  the  Securities  and  Ex- 
change Commission  has  not  found  "fraud"  when  the 
customer  had  some  experience  in  market  trading  and 
did  not  oppose  trading. 

hi  re  Walter  S.  Griibhs,  28  SEC  323  (1948). 

The  decision  of  the  Commission  in  that  case  imder- 
lines  the  difference  between  views  of  the  court  below 
and  the  Commission  with  respect  to  churning,  for  the 
broker  in  that  case  induced  his  customer's  confidence 
and  assured  her  that  he  was  acting  in  her  best  inter- 
ests. She  left  the  character  of  her  account  to  him. 
The  Commission  foimd  in  fact  that  the  broker  had 
acted  fraudulently  by  making  excessive  markups  in 
over-the-coimter  trading  which  the  customer  could 
not  contemplate  and  did  not  know.  But  one  impro- 
priety did  not  justify  the  finding  of  another  impro- 
priety.   The  customer's  experience  in  trading  barred 
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a  finding  of  churning-  under  Rule  lOb-5.  There  was  no 
reference  to  the  risk  involved.  See  also 

Thomson  d-  McKinnon,  35  SEC  451  (1953). 

But  even  if  the  plaintiff  were  naive,  had  trusted 
and  relied  on  her  broker,  had  been  misled  by  him  to 
believe  that  he  was  serving  her  interests  alone,  and 
she  imderstood  she  had  an  investment  accoimt,  she 
would  have  nevertheless  needed  to  prove,  as  Rule  15c 
1-7  provides,  a  discretionary  accoimt;  trading,  exces- 
sive in  size  or  frequency,  having  regard  for  *Hhe  re- 
sources and  character  of  the  account";  and  that 
Wilder  "fraudulently"  disregarded  her  interests  by 
the  character  and  nature  of  his  trading  despite  the 
absence  of  representation  or  non-disclosure. 

We  treat  with  each  separately. 

1.  Discretionary  Account. 

The  account  was  not  discretionary ;  it  could  not  be.^^ 
The  "control"  found  by  the  court  was  not  supported 
by  the  evidence;  and  the  evidence  does  not  suggest 
that  Wilder  could  or  did  control  the  size  or  frequency 
of  Mrs.  Hecht's  trading. 

2.  Excessive  Trading-  for  a  Trading  Account. 

Since  Mrs.  Hecht  agreed  to  a  trading  account, 
plaintiff  would  need  to  prove,  and  the  court  would 
need  to  find  overtrading  of  a  trading  account.  The 
court  did  not  so  find.  It  held  Mrs.  Hecht's  account 
was  churned  because  it  was  excessively  traded  for 
her  "needs  and  circumstances".  It  combined  her  se- 


^■''Harris   Upham   does   not   accept   discretionary   accounts    (R. 
713). 
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curity  and  commodity  account  to  make  its  finding, 
thereby  giving  to  it  an  inevitable  inaccuracy  and  a 
total  irrelevance;  for  commodity  trading  is  never  re- 
lated to  a  customer's  ''needs  and  circmnstances"  and 
security  trading  rarely  is.  These  are  standards  ap- 
plied when  a  security  accoimt  is  left  to  a  broker  to 
decide  its  character,  because  the  customer  does  not 
know  or  is  unable  to  judge  what  her  needs  and  ob- 
jectives are  in  relation  to  the  market,  and  the  broker 
has  undertaken  to  serve  the  customer's  "needs".  They 
are  not  the  standards  of  a  security  trading  account, 
for  the  objective  of  a  trading  account  has  been  deter- 
mined to  be  trading  and  the  customer's  needs  are  no 
longer  left  for  the  broker's  detennination.  Rule  15c  1-7 
makes  this  eminently  clear;  the  "character"  of  the 
account  determines  whether  the  size  and  frequency  of 
trading  is  appropriate.  Rule  15c  1-7  is  also  limited  to 
securities. 

The  evidence  before  the  court  was  not  such  that  it 
could  make  a  determination  of  excessive  trading  by 
the  standards  of  a  trading  accoimt.  Such  evidence 
would  at  a  minimmn  include  the  market  trends  and 
activity  with  respect  to  each  security  sold  and  pur- 
chased and  general  market  conditions,  for  it  would  be 
necessary  to  show  that  the  account  was  traded  without 
regard  to  the  market.  In  addition,  it  would  be  neces- 
sary to  have  the  testimony  of  an  expert  who  stated  as 
his  opinion  that  one  or  more  of  the  securities  or  all 
of  them  generally  were  traded  without  regard  to  the 
objectives  of  a  trading  account  in  the  existing  market. 
L.  B.  Lahorafories,  Jnc.  v.  Mitchell,  235  P.2d 
253  (Cal.App.  1951). 
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No  expert  appeared  to  testify  that  Mrs.  Hecht's 
account  was  excessively  traded.  The  court  assumed  the 
same  expertise  as  the  Securities  and  Exchange  Com- 
mission and  the  same  authority  of  decision  without 
fact  finding  as  that  permitted  commissions  and  held 
that  the  account  was  churned — l)ut  not  as  a  trading 
account. 

A  jury  would  not  be  permitted  to  find  excessive 
trading  in  a  trading  account  without  more  e\ddence 
and  to  hold  that  Mrs.  Hecht,  with  almost  thirty  years 
of  market  experience  could  not  comprehend  what  they 
could,  that  her  accoimt  was  being  overtraded.  A  court 
has  no  greater  authority. 

The  court  relied  on  decisions  of  the  Securities  and 
Exchange  Commission  despite  their  limited  applica- 
ton  (see  supra).  They  are  in  any  event  inapposite  to 
the  facts  in  this  case.  In  the  cases  which  have  come 
before  the  Securities  and  Exchange  Commission  where 
excessive  trading  and  churning  were  found  to  violate 
the  Security  Acts,  the  needs  and  objectives  of  the 
account  were  left  to  the  broker.  The  broker  gave  as- 
surances that  he  would  handle  the  account  in  the  best 
interests  of  the  customer,  in  some  instances  even  with- 
out regard  to  his  own  interest  in  conunission.  The 
Commission  in  each  instance  considered  that  the  best 
interests  of  the  customer  required  an  investment  ac- 
coimt and  that  the  customer  had  not  consented  to  a 
trading  accoimt.  It  held  the  activity  of  the  accoimt 
excessive  by  standards  of  an  investment  account,  not 
a  trading  account.  In  each  instance  w^here  the  Com- 
mission foimd  excessive  trading,  the  frequency  and 
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size  of  the  trading  far  exceeded  the  trading-  by  plain- 
tiff in  the  instant  case.  In  no  instance  did  the  custo- 
mer accede  to  a  trading  account  for  more  than  seven 
years. 

3.     The  Broker's  Disregard  of  Plaintiflf's  Interest. 

Mrs.  Hecht's  account  made  over  $130,000  in  security 
trading  profits  through  1961  (Ex.  S-5),  and  her  capi- 
tal had  increased  by  approximately  the  same  amount 
despite  net  withdrawals  and  commodity  losses  (Exs. 
284,  291,  29'2,  324) .  Thereafter,  the  account  was  turned 
over  at  a  rate  of  approximately  once  in  two  years 
(Exs.  324,  325,  S-9).  Such  facts  raise  doubt  that 
Wilder  had  no  regard  for  Mrs.  Hecht's  interests. 

The  court  did  not  find  that  Mrs.  Hecht's  security 
account  alone  was  traded  without  regard  to  her  in- 
terests, as  it  needed  to  find.  Such  a  finding  would  have 
been  without  foundation  in  fact,  for  there  was  no  ex- 
pert proof  that  the  purchases  made  at  Wilder's  sug- 
gestion did  not  reflect  honest  market  judgment  in  a 
trading  account.  Analysis  of  the  Securities  and  Ex- 
change Commission  cases  substantiates  the  need  for 
expert  proof.  In  the  cases  which  have  come  before 
the  Commissions^  the  broker  earned  annually  between 
6.93%  and  223%  of  the  principal  amount  of  his  cus- 
tomer's account  in  commissions  or  profit.  The  median 
earned  by  Harris  Upham  was  1.89%  of  the  principal 
amount  of  Mrs.  Hecht's  account  annually  (Exs.  324, 
325).  If  it  be  considered  that  Mrs.  Hecht's  account 


28\Yp   i^ave   reviewed   and   statistically   analyzed   all   published 
decisions. 
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was  acknowledged  by  the  eoui*t  to  be  a  trading  ac- 
count and  not  an  investment  account,  as  all  the  ac- 
counts considered  by  the  Commission  should  have 
been  in  the  opinion  of  the  Conunission,  the  conclusion 
that  Wilder  engaged  in  activity  entirely  for  his  own 
interests  without  regard  to  the  interests  of  the  plain- 
tiff is  surely  luisupported. 

As  we  have  previously  noted  the  court  found  that 
Wilder's  security  and  commodity  trading  disregarded 
Mrs.  Hecht's  best  interests.  It  reached  this  conclusion 
by  combining  commodity  and  security  commissions. 
But  combining  these  two  different  areas  without  sep- 
arately understanding  each  of  them  serves  to  diffuse 
the  court's  finding  and  to  make  it  of  questionable 
value.  We  shall  demonstrate  infra  the  court  failed  to 
grasp  the  fundamentals  of  commodity  trading.  More 
important,  the  court  failed  to  distinguish  between  self- 
interest  and  disregard  of  plaintiff's  interest.  The 
former  is  not  a  fraud  unless  the  customer  mistakes 
a  brokerage  firm  for  an  eleemosynary  institution.  Mrs. 
Hecht  did  not  make  that  mistake. 


POINT  V 
PLAINTIFF  FAILED  TO  PROVE  CHURNING  OF  COMMODITIES 

We  are  attaching  in  the  addendum  hereto  one  of  the 
early  commodity  closeouts  received  by  Mrs.  Hecht. 
It  will  be  seen  why  Mrs.  Hecht  had  no  difficulty  in 
quickly  grasping  the  nature  of  her  activities  (R. 
2963). 

The  court's  opinion  appears  to  be  based  on:  (1) 
Moral  outrage  that  a  lady  should  have  engaged  in 
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commodities,  even  though  it  found  that  she  knew  she 
was  actively  engaging  in  commodity  speculation,  and 
assumed  the  risks;  (2)  The  commissions  were  large. 
But  the  court  had  no  method  of  determining  whether 
or  not  such  conmiissions  were  in  order  in  an  active 
account;  (3)  Plaintiff  took  ''large"  positions  in  com- 
modities. But  this  is  not  proof  of  churning,  and  the 
court  had  no  way  of  knowing  whether  it  was  excessive 
trading  or  churning  except  by  its  own  mistaken  fig- 
ures as  to  the  quantity  of  Mrs.  Hecht's  purchases. 

The  court  made  no  finding  that  the  account  in  com- 
modities was  discretionary^  Mrs.  Hecht  signed  an 
agreement  stating  she  understood  her  broker  could 
not  act  on  a  discretionary  basis  without  her  written 
authorization  (Exs.  94,  J  J  J).  The  court  pointed  to 
no  evidence  which  indicated  that  plaintiff  was  misled. 
In  fact,  commodity  closing  statements  far  more  than 
security  statements  leave  no  doubt  in  the  customer's 
mind  whether  money  has  been  made  or  lost  and  what 
the  cost  is.  Plaintiif's  expeii:  testified  anybody  could 
read  such  statements  and  imderstand  them  immedi- 
ately (R.  1834). 

Plaintiff  had  an  opportmiity  to  read  ap])roximately 
700  such  statements  while  with  Harris  Upham  over 
a  period  of  seven  years,  and  for  one  year  before  she 
became  a  customer  of  Harris  Upham.  It  is  conceivable 
that,  as  the  court  stated,  "Mrs.  Hecht  was  a  relatively 
unsophisticated  widow  in  the  bad  land  of  the  com- 
modities market",  but  she  was  very  sophisticated  as 
to  profits  and  losses,  commissions  and  risk,  and  even 
children  know  the  larger  the  amount  speculated  the 
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greater  the  risk  of  loss.  To  charge  her  with  lack  of 
sophistication  in  this  regard  is  to  suggest  that  she 
was  dim-witted,  clearly  contrary  to  the  opinion  of  her 
doctors  who  testified  on  her  behalf,  and  of  the  court. 

The  court  below  urges  that  Mrs.  Hecht  was  forced 
to  rely  on  Wilder  for  her  conunodity  trading.  Per- 
haps so,  but  only  if  she  insisted  upon  trading  through 
a  man  she  did  not  trust.  Her  reliance  went  to  selection, 
not  to  amount,  '^need"  or  ''circumstance".  There  is  no 
criticism  of  his  selection  in  the  record. 

We  do  not  discuss  churning  of  commodities  as  a 
common  law  violation  because  under  common  law: 

a)  Mrs.  Hecht's  gi-ant  of  discretion  to  her  regis- 
tered representative,  if  any,  after  signing  a  statement 
recognizing  he  could  not  accept  such  discretion  made 
her  responsible  for  his  activity. 

Clews  V.  Jmnieson,  182  U.S.  461  (1901)  ; 
Winsloiv  V,  Mutual  Life  Ins.  Co.,  93  F.2d  802 

(9  Cir.  1938) ; 
Netv  England  Trust  Co.  v.  Farr,  57  F.2d  103, 

110  (1  Cir.),  cert,  den.,  287  U.S.  612  (1932)  ; 
Bosak  V.  Parrish,  252  N.Y.  212,  216,  169  N.E. 

280  (1929)  (Per  Cardozo,  J.)  and  cases  there 

cited. 

b)  Liability  could  not  be  predicated  on  a  breach 
of  Section  20(a)  of  the  Securities  Exchange  Act. 

c)  There  is  no  proof  or  finding  of  common  law 
fraud. 
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POINT  VI 

HARRIS    UPHAM  IS  NOT  LIABLE  UNDER  SECTION  20(a) 
OF  THE  SECURITIES  EXCHANGE  ACT 

The  court  below  adverted  to  many  standards  and  a 
variety  of  manuals  with  respect  to  supervising  the 
activities  of  a  brokerage  house.  It  criticized  Harris 
Upham  because  its  manager  did  not  personally  meet 
Mrs.  Hecht  despite  the  fact  that  she  came  with 
Wilder  from  another  brokerage  house  where  he  was 
a  partner,  and  Wilder  had  for  a  long  time  been  asso- 
ciated with  Merrill  Lynch,  Pierce,  Fenner  &  Beane. 
It  failed  to  distinguish  between  negligence,  if  such  it 
were,  and  ''bad  faith"  or  ''participation"  in  any  im- 
propriety on  the  part  of  the  partner  of  Harris  Up- 
ham which  would  invoke  Section  20(a). 

Kamen  &  Co.  v.  Paul  H.  Aschka7'  dc  Co.,  382 
F.2d  689  (9  Cir.  1967),  cert,  (jranted,  390 
U.S.  935   (1968); 

Smith  V.  Bear,  237  F.2d  79,  88  (2  Cir.  1956). 

The  coui*t  inaccurately  assiuned  that  knowing  one's 
customer  was  a  standard  provided  by  Section  20' (a) 
rather  than  a  Stock  Exchange  Rule  of  good  practice 
(Rule  405,  Ex.  268).  It  was  not  a  rule  of  the  National 
Association  of  Securities  Dealers  in  1957-1963  (R. 
3254) .  It  failed  to  realize  that  even  those  courts  which 
have  interpreted  20(a)  to  require  supervision  have 
limited  such  supervision  to  "internal"  checks  to  as- 
sure that  the  Securities  Exchange  Act  is  not  violated. 
Lorenz  v.  Watson,  258  F.  Supp.  724  (E.D.  Pa. 
1966)  ; 
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Goodman  v.  H.  Hentz  d  Co.,  265  F.  Supp.  440 
(N.D.  111.  1967). 

The  court  did  not  find  inadequate  internal  supervision. 

Meeting  Mrs.  Hecht  would  not  have  helped.  She  did 
not  disclose  her  illnesses  even  to  Wilder  (R.  2503,  2761- 
62,  3762-63).  Her  doctor  thought  she  was  financially 
astute.  There  is  no  reason  to  believe  that  Harris  Up- 
ham's  resident  partner  would  have  succeeded  in  dis- 
suading her  speculative  proclivities  when  her  lawyer, 
her  husband,  her  brother-in-law  and  Wilder  had 
failed.  Nor  does  any  law  impose  such  a  duty. 


POINT  VII 

PLAINTIFF'S  CLAIMS  ARE  BARRED  BY  THE 
STATUTE  OF  LIMITATIONS 

The  statute  of  Limitations  for  fraud  is  three  years. 
When  facts  related  to  the  fraud  are  withheld  the 
statute  begins  to  run  from  the  time  the  facts  are 
known  to  the  plaintiff.  In  this  instance  there  is  no 
evidence  of  facts  withheld;  therefore,  assuming  the 
''fraud"  section  of  the  statute  applies,  the  statute 
should  be  deemed  to  run  from  the  time  the  events 
occurred.  Since  plaintiff  brought  this  action  on  Sep- 
tember 20,  1965,'^  all  acts  prior  to  September  20,  1962 
should  be  barred. 

As  we  have  noted  plaintiff  admitted  her  distrust  and 
lack  of  confidence  in  Wilder  from  1956.  She  admitted 
she  knew  her  instructions  were  being  violated,  her 


29Except  as  to  the  Itek  and  Colonial  transactions  which  were 
first  claimed  in  June  1967  and  pleaded  over  objection  in  March 
1968  (R.  4745-4748). 
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securities  sold  contrary  to  her  orders,  and  her  alleged 
needs  and  objectives  ignored.  She  felt  her  position 
was  insecure.  She  was  on  notice  and  called  upon  to 
investigate.  The  statute  began  to  run  from  that  time. 
Turner  v.  Lundquist,  311  F.2d  44  (9  Cir.  1967) ; 
R.  J.   Reynolds   Tobacco   Co.   v.  Hudson,  314 

F.2d  776,  786  (5  Cir.  1963) ; 
Goldenherg  v.  Baclie  S  Co.,  270  F.2d  675   (5 

Cir.  1959) ; 
Fleishhacker   v.   Blum,  109   F.2d   543    (9   Cir. 

1940)  ; 
Arkansas  Natural  Gas  Co.  v.  Sartor,  78  F.2d 
924  (5  Cir.  1935). 

The  standard  of  notice  is  not  based  on  personal 
psychology.  Emotional  instability  does  not  toll  the 
statute  even  if  it  were  proved.  The  only  standard  is 
that  of  the  reasonably  prudent  man,  and  it  does  not 
require  that  plaintiff  have  all  the  information  with 
respect  to  her  rights.  Suspicion  alone  suffices,  and 
plaintiff  was  more  than  suspicious  of  Wilder. 

Tiinier  v.  Lundquist,  377  F.2d  44  (9  Cir.  1967)  ; 
and  cases  cited  supra. 


POINT  VIII 
PLAINTIFF  HAS  FAILED  TO  PROVE  DAMAGES 

When  a  customer  continually  looks  for  ''buys"  in 
financial  publications,  and  suggests  them,  but  ulti- 
mately accepts  some  of  her  broker's  recommendations, 
and  when  she  is  apprised  of  her  commissions  from 
the  very  beginning,  and  she  knows  brokers  earn  their 
living  from  commissions,  what,  if  anything,  is  her 
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loss;  indeed,  what  is  the  broker's  impropriety'?  The 
answer  is  not  to  be  found  in  such  words  as  "control", 
"fiduciary  duty",  and  the  like;  these  are  labels  mis- 
placed and  distortive.  Nor  is  it  to  be  foimd  in  sym- 
pathy for  plaintiff's  imprudence.  Surely  she  con- 
tributed to  her  own  loss,  and  the  statute  which  creates 
absolute  liability  is  rare.  This  court  has  held  Section 
lOb-5  is  not  among  them.  See  supra.  Point  III. 

In  any  event  damages  must  be  limited  to  the  "risk" 
she  did  not  "comprehend". 

Section  28(a)  of  the  Securities  Exchange  Act  pro- 
vides : 

"...  but  no  person  permitted  to  maintain  a  suit 
for  damages  under  the  provisions  of  this  title 
shall  recover,  through  satisfactions  of  judgment 
in  one  or  more  actions,  a  total  amount  in  excess  of 
his  actual  damages  on  account  of  the  act  com- 
plained of.  .  .  ." 

In  RoUe  v.  Ofgant,  306  F.2d  656,  660  (1  Cir.  1962), 
the  court  stated: 

"[Plaintiff's]  damages  must  be  proven,  that  is, 
they  must  not  be  speculative,  and  he  must  not  be 
made  more  than  whole." 

See  also 

Newton  v.  Rock' wood,  261   P.   Supp.  485   (D. 
Mass.  1966). 

Future  profits  or  what  plaintiff  would  have  made  is 
not  to  be  considered.  The  measure  of  damages  is 
limited  to  actual  loss  which  is  proximately  caused 
by  the  alleged  breach  of  duty  even  in  a  "fiduciary" 
relationship. 
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Smith  V.  BolJes,  132  U.S.  125  (1889)  ; 

Estate  Coimselling  Sew.  Inc.  v.  Merrill  Lynch, 

Pierce,  Fenner  c£'  Smith,  Inc.,  303  F.2d  527 

(10  Cir.  1962)  ; 
Miller  Laundry  Machinery  Co.  v.  Works,  204 

F.  Supp.  364  (E.D.  Pa  1962)  ; 
Gagne  v.  Bertran,  43  Cal.  2d  481,  275  P.2d  15 

(1954)  ; 
Garstang  v.  Skinner,  165  Cal.  721,  134  P.  329 

(1913); 
Hayman  v.  Shoemake,  203  Cal.  App.  2d  140,  21 

Cal.  Rptr.  519  (1962)  ; 
Dijer  V.  Hunter,  133  Cal.  App.  267  (1933). 

All  or  substantially  all  of  the  damages  awarded  by 
the  court  below  are  contrary  to  law,  for  the  cases 
are  uniform  that  penal  damages  may  not  be  awarded 
under  the  Securities  Exchange  Act. 

Meisel  v.  North  Jersey  Trust  Co.,  218  F.  Supp. 

274  (S.D.N. Y.  1963); 
Globus  V.  Laiv  Research  Service,  lyic,  CCH 
Fed.  Sec.  L.  Rep.  1192226  (S.D.N.Y.  1968). 

The  total  award  exceeds  plaintiff's  loss  fifty-fold. 

We  do  not  dispute  the  doctrines  that  a  court  may 
estimate  damage  when  the  precise  amount  is  not  de- 
terminable because  of  defendant's  wrong,  or  that  lack 
of  precision  does  not  defeat  a  claim.  But  these  doc- 
trines do  not  authorize  damages  patently  not  suffered, 
or  empower  a  court  to  abdicate  its  duty  to  estimate 
and  grant  only  damages  suffered.  Nor  do  they  suppoi*t 
a  judgment  for  damages  fifty  times  plaintiff's  loss 
without  regard  to  whether  the  damages  were  proxi- 
mately caused  by  defendant's  misconduct  and  plain- 
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tiff's     failure    to     state    she     wanted    her    account 
differently  handled. 

Gratz  V.  ClaiigUon,  187  F.2d  46  (2  Cir.  1951),  on 
which  the  court  below  relied,  dealt  only  with  the 
method  of  computation  imder  a  "prophylactic"  pro- 
vision of  the  Act.  It  does  not  support  any  of  the 
damages  allowed  in  the  instant  case,  and  any  inference 
that  it  does  is  contrary  to  BJau  v.  Lehman,  368  U.S. 
403,  414  (1962). 

See  also 

PesUn  V.  Phmnejj,  182  Cal.  App.  2d  632,  636, 
6  Cal.  Rptr.  389  (1960). 

The  finding  of  laches,  waiver  and  estoppel  surely 
requires  that  damages  be  measured  by  the  loss  suffered 
by  plaintiff,  resulting  from  that  impropriety  com- 
mitted by  defendant  of  which  plaintiff  is  entitled 
to  complain.  Plaintiff  cannot  claim  for  losses  caused 
by  trading  activity  she  instigated,  or  to  which  she 
contributed.  Plaintiff  cannot  have  agreed  to  pay  com- 
mission for  an  active  security  trading  account,  and 
later  ask  that  the  commissions  ])e  returned.  Plaintiff 
cannot  be  barred,  as  the  court  foimd  she  was,  from 
claiming  the  trading  account  was  contrary  to  her  in- 
structions and  unsuitable  for  her,  and  then  have  her 
commissions  returned.  Plaintiff  cannot  be  baiTed,  as 
the  court  foimd  she  was,  from  claiming  that  com- 
modity trading  was  unsuitable  and  contrary  to  her 
instructions,  and  have  her  commodity  commissions 
returned.  Similarly,  margin  interest. 

Such  damages  are  penal  in  the  context  of  the  in- 
stant case  because  they  were  not  proximately  caused 


70 


by  defendant's  conduct.    They  followed  plaintiff's  ac- 
quiescence, consent  and  agreement. 

The  assumptions  of  the  court  below  are:  Wilder 
was  a  fiduciary ;  a  fiduciary  cannot  profit  from  his  own 
wrong.  Therefore  Harris  Upham  as  a  ''controlling 
person"  must  return  its  profit.  But  legalistic  labels 
serve  only  to  confuse;  they  do  not  resolve  the  prob- 
lem. A  fiduciary  obligation  is  one  pro\dded  by  law 
or  undertaken  by  trust  or  other  agreement. 

In  SEC  V.  Chenery  Corp.,  318  U.S.  80,  85-86 
(1943),  the  court  stated: 

"We  completely  agree  with  the  Commission 
that  officers  and  directors  who  manage  a  holding 
company  in  process  of  reorganization  under  the 
Public  Utility  Holding  Company  Act  of  1935 
occupy  positions  of  trust.  We  reject  a  lax  view 
of  fiduciary  obligations  and  insist  upon  their 
scrupulous  observance.  [Citations  omitted]  But 
to  say  that  a  man  is  a  fiduciary  only  begins 
analysis;  it  gives  direction  to  further  inquiry. 
To  whom  is  he  a  fiduciary  ?  What  obligations  does 
he  owe  as  a  fiduciary?  In  what  respect  has  he 
failed  to  discharge  these  obligations?  And  what 
are  the  consequences  of  his  deviation  from  duty  f 

An  agent's  fiduciary  obligation  is  limited  to  the 
scope  of  his  entrustment. 

A.L.I.,    Restatement    of   Agency    §13    (2d    ed. 
1958). 

The  fiduciary  duty  in  this  case  was  to  execute  plain- 
tiff's order  honestly  in  the  appropriate  market,  and 
perhaps,  to  suggest  good  "trades". 

3  Loss,  op.  cit.  supra,  pp  1505-1508. 
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If  other  duties  were  assumed  by  Wilder  in  1955  they 
were  surely  disavowed  with  the  understanding  of 
Mrs.  Hecht  or  at  her  insistence,^^  before  she  came  to 
Harris  Upham  and  when  she  leaiTied  to  distrust  him. 
Thus,  "fiduciary  obligation"  is  rendered  meaningless 
by  the  court's  finding  of  waiver,  estoppel  and  laches 
and  plaintiff's  admissions. 

If  Harris  Upham  or  Wilder  had  acted  or  agreed 
to  act  as  fiduciaries,  and  had  been  faithless  to  their 
trust,  then  they  would  presumably  not  be  entitled  to 
the  secret  profits  from  the  breach  of  their  fiduciary 
duties.  They  would  be  entitled  to  expenses  and  the 
value  of  services  rendered  within  plaintiff's  agree- 
ment, and  which  did  not  arise  from  such  breach.  But 
Harris  Upham  and  Wilder  did  not  agree  to  act  as 
fiduciaries  and  Mrs.  Hecht  had  no  confidence  which 
is  the  essence  of  a  fiduciary  obligation.  See 

Odorizzi  v.  Bloomfield  School  Dist.,  246  Cal. 

App.  2d  123,  54  Cal.  Rptr.  533  (1966)  ; 
Ahrmns  v.  Bendat,  165  Cal.  App.  2d  89,  331 
P.  2d  657   (1958). 

Commissions  were  not  secret;  they  were  openly  made 
and  were  for  sei^ices  Mrs.  Hecht  agreed  to  pay  in 
May  1957.  If  earning  commissions  constitute  a  con- 
flict of  interest  with  a  customer,  it  was  conflict  of  in- 
terest known  in  advance  and  agreed  upon.  Thus  resti- 
tution of  all  commissions  is  penal. 

All  that  remains  is  the  claim  that  if  excessive 
trading  is  improper  despite  the  absence  of  a  fiduciary 


3oShe  refused  his  suggestion  for  a  trust  at  a  bank. 


72 


relation  and  non-disclosure,  then  damages  must  be 
awarded  for  such  excess.  But  there  was  no  evidence 
and  no  finding  that  plaintiff's  accoiuit  was  traded 
excessively  for  a  trading  accoimt;  the  court  could  not 
and  did  not  rely  on  "common  knowledge".  There  is 
no  such  common  knowledge. 

We  need  not  disagree  with  "churning"  cases  which 
have  awarded  commissions  and  the  like.  The  facts 
distinguish  them.  They  are  cases  in  which  there  was 
no  finding  of  laches,  waiver  and  estoppel;  ignorance 
was  complete,  the  trading  was  fraudulently  induced, 
and  the  entire  account  and  substantially  all  the  com- 
mission were  not  properly  earned  or  were  effectively 
"hidden".  Above  all  there  was  a  trust  knowingly 
assumed  and  secretly  abused.  Mrs.  Hecht  suffered 
no  such  illusion  and  no  such  abuse. 

Newkirk  v.  Haydeu,  Stoyie  cC-  Co.,  CCH  Fed.  Sec. 
L.  Rep.  1191621  (S.D.  Cal.  1965)  and  Steveyis  v. 
Ahhott,  Proctor  d-  Paine,  CCH  Fed.  Sec.  L.  Rep. 
1192257  (E.D.  Val.  1968)  do  not  support  the  court's 
award  for  that  reason.  In  Newkirk  the  relationship 
between  commissions  properly  earned  and  those 
resulting  from  excessive  trading  were  patently 
disproportionate  and  the  court  regarded  the  com- 
missions properly  earned  as  de  minimis.  In  Stevens 
the  court  held  the  account  should  have  been  an  in- 
vestment account;  substantial  commissions  were  not 
appropriate  and  plaintiff,  unlike  Mrs.  Hecht,  either 
ignored  them  or  was  imaware  of  them. 

We  submit  herewith  detailed  criticism  of  the 
damages  awarded. 
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1.  Commissions  in  Connection  With  the  Securities  Transactions. 
Plaintiff  claimed  these  commissions  to  be  $76,563, 

and  the  records  disclose  this  figure  (Exh.  283).  The 
court  noted  the  fact  but  it  allowed  $91,000  on  the 
theory  that  plaintiff*  paid  additional  commissions  for 
which  there  was  no  proof. 

The  court  awarded  plaintiff  commissions  earned  in 
1962,  1963  and  1964,  despite  the  fact  that  thei  security 
account  was  essentially  inactive  during  those  years. 
Such  damages  cannot  be  deemed  to  be  related  to 
churning.  The  sins  of  the  past  surely  do  not  indict  and 
convict  the  future.  Perhaps  the  court  was  of  the  view 
that  '' excessive"  trading  is  not  a  necessary  condition 
of  churning. 

2.  Commodities  Commissions. 

Commodities  were  very  modestly  traded  the  first 
year  (Exh.  292).  Obviously  the  court's  award  was  not 
based  on  excessive  trading. 

3.  Interest  Paid. 

Harris  Upham  received  $43,000  in  interest  on 
plaintiff's  margin  account  but  it  did  not  eani  tliis 
amount  since  it  in  turn  paid  interest.  The  difference 
between  the  interest  received  and  interest  paid  by 
Hanis  Upham  is  %%.  Even  in  a  trustee's  accounting, 
more  would  not  be  allowed.  The  interest  paid  by  Mrs. 
Hecht  supported  security  purchases  which  overall 
earned  $123,000  in  dividends  and  interest  for  her. 
(Ex.  S-5).  Her  total  gains,  dividends  and  interest  were 
$244,275  after  margin  interest  paid,  (id.)  There  is  no 
evidence  such  margin  did  not  benefit  plaintiff  to  tlie 
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full  amount  thereof.  Plaintiff  has  thus  been  allowed 
a  benefit  without  deduction,  for  a  loss  she  did  not  suf- 
fer, and  defendant  charged  for  "profits"  it  did  not 
make. 

The  interest  charges  paid  by  the  plaintiff  were  not 
proximately  caused  by  excessive  trading  of  securities 
or  commodities.  A  dormant  margin  account  would 
have  precisely  the  same  charges  as  an  active  margin 
account.  Margin  is  imrelated  to  the  frequency  of 
trading. 

The  court  found  Mrs.  Hecht  was  aware  of  her 
interest  charges.  She  was  familiar  with  the  cost  of 
margin  (R.  2521).  She  testified  about  margin  and  the 
amounts  thereof.  She  had  had  a  margin  account  since 
1928. 

4.     Losses  in  Commodities. 

The  court  allowed  plaintiff^s  commodity  losses 
despite  its  finding  plaintiff  knowingly  assumed  the 
risk  of  loss.  Losses  were  not  and  could  not  con- 
ceivably be  related  to  overtrading.  In  point  of  fact 
they  were  substantially  the  result  of  the  DeAngelis 
scandal.  The  cases  hold  such  damages  as  speculative. 
Neivkirk  v.  Hayden,  Stone  &  Co.,  CCH  Fed. 

Sec.  L.  Rep.  1191621   (S.D.  Cal.  1965); 
Stevens  v.  Ahhott,  Proctor  &  Payne,  CCH  Fed. 
Sec.  L.  Rep.  1192257  (E.D.  Va.  1968). 

Equity  is  even  more  opposed,  for  the  court  found 
plaintiff  assiuned  the  risk  of  trading  losses  in  1957. 
Even  a  trustee  is  not  liable  for  losses  unless  he  was 
prohibited  from  selling. 


75 


Cf.  Estate  of  Talbot,  141  Cal  App.  2d  309,  296 
P.  2d  848   (1956). 

To  establish  such  losses  plaintiff  would  have  needed 
to  prove  '^  disinterested  malevolence",  that  Wilder 
deliberately  lost  her  money.  It  is  as  conceivable  that 
Mrs.  Hecht  suffered  losses  in  commodities  because 
she  held  positions  too  long  as  that  she  sold  them  too 
soon  (Ex.  292).  Neither  was  proved. 

5.     Loss  of  Income  As  a  Result  of  Commodity  Trading". 

The  damages  awarded  bear  no  relation  to  the 
amount  her  security  account  was  deprived  and  the 
year  of  such  deprivation. 

Mrs.  Hecht  was  at  all  times  aware  that  her  com- 
modity trading  required  money  (R.  2404-05,  2766- 
67).  The  award  assumes  Mrs.  Hecht  did  not  know 
what  she  was  doing,  a  posture  she  has  assumed,  ac- 
cording to  her  doctors,  most  of  her  life  when  it  was 
convenient.  But  the  court  did  not  make  such  finding; 
it  found  she  knew  what  she  was  doing  when  she 
speculated  in  commodities.  The  award  assumes,  con- 
trary to  the  court's  finding  of  laches,  waiver  and 
estoppel,  that  Mrs.  Hecht  is  entitled  to  recover  for 
investments  she  did  not  make  and  in  amounts  invest- 
ment could  not  have  brought  (R.  2193-95).  The  au- 
thorities are  opposed.  See  all  cases  cited  in  this  Point 
VIII. 
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6.     Interest. 

Interest  should  not  have  been  allowed  by  the  court 
since  its  award  was  not  based  on  actual  loss  suffered 
by  plaintiff. 


POINT  IX 
THE  ITEK  AND  COLONIAL  TRANSACTIONS 

By  reason  of  the  facts  hereinabove  set  forth,  it  is 
respectfully  submitted: 

(a)  These  transactions  are  barred  by  the  appli- 
cable Statute  of  Limitations ;  the  claim  was  first  made 
in  Jmie  1967  and  first  pleaded  in  19(58  (R.  4745-4748). 

Firchaii  v.  Diamond  Natl.  Corp.,  345  F.2d  269 

(9  Cir.  1965)  ; 
Tessier  v.  United  States,  269  F.2d  305,  308  (1 

Cir.  1959). 

See  also  Point  VII,  supra. 

(b)  Plaintiff's  gift  of  Colonial  stock  does  not 
create  liability  under  state  or  federal  law. 

(c)  The  court  had  no  authority  to  find  Harris 
Upham  guilty  of  impropriety  in  these  transactions 
without  first  giving  it  an  opportunity  to  cross-examine 
the  plaintiff  and  tender  evidence.  Its  offer  to  do  so 
after  making  its  determination  surely  did  not  cure 
this  defect.  No  party  is  required  to  try  a  case  before 
a  court  which  had  judged  the  facts  before  hearing  all 
the  evidence. 

Armstrong  Cork  Co.   v.  Lyons,  366  F.2d  206 
(8  Cir.  1966). 
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Sylvan  Beach  Inc.  v.  Koch,  140  F.2d  852,  861 
(8  Cir.  1944). 

(d)  The  Itek  and  Colonial  transactions  were 
private  dealings  between  the  plaintiff  and  defendant's 
registered  representative,  as  plaintiff  knew  and  recog- 
nized. They  do  not  invoke  Section  20(a)  of  the  Securi- 
ties Exchange  Act,  even  if  the  Act  were  applicable 
to  private  transactions  as  such,  which  appears  doubt- 
ful. The  use  of  an  interstate  instrumentality  is  more 
than  doubtful. 

(e)  Wilder  had  no  authority  to  act  on  behalf  of 
Harris  Upham,  and  the  court  made  no  finding  of 
apparent  authority.  Harris  Upham  did  not  and  could 
not  participate  in  the  transactions  and  did  not  receive 
any  benefits  of  the  transactions.  There  is  no  law 
whereby  liability  for  the  private  business  of  two  per- 
sons can  be  imposed  upon  a  third.  Agency  is  not  even 
in  issue. 

"An  act  of  a  servant  is  not  within  the  scope  of 
employment  if  it  is  done  with  no  intention  to 
perform  it  as  a  part  of  or  incident  to  a  service 
on  accoimt  of  which  he  is  employed." 

(A.L.I.,  Restatement  of  Agency,  Section  235  (2d 
ed.  1958)). 

Bushey  cf;  Sons,  Inc.  i\  United  States,  398  F.2d 

167  (2  Cir.  1968)  ; 
Kamen  &  Co.  v.  Paul  H.  Aschkar  S  Co.,  382 

F.2d  689   (9  Cir.  1967),  Cert,  granted,  390 

U.S.  935  (1968). 
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CONCLUSION 

It  is  respectfully  submitted  that  the  judgment  of 
the  court  below  be  reversed  and  the  complaint  dis- 
missed, with  costs  and  disbursements  in  both  courts. 

Dated,  San  Francisco,  California, 
December  30,  1968. 

Respectfully  submitted, 
Emanuel  Becker, 
Thomas  A.  H.  Hart  well, 
CooLEY,  Crowley,  Gaither,  Godward, 
Castro  &  Huddleson, 

Attorneys  for  Defendants 
Harris,  JJpham  <jt  Co.,  et  ano. 
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RESPONSIVE  BRIEF  TO  PLAINTIFF'S 
"OPENING  BRIEF"  ON  APPEAL— No.  23,017 


INTRODUCTION  AND  STATEMENT  OF  ISSUES 

Plaiiitiff  appeals  from  the  judgment  of  the  court 
below,  claiming  she  is  entitled  to  additional  damages. 
Unlike  the  appeal  of  Harris,  Upham  &  Co.  (herein- 
after referred  to  as  Harris  Upham),  none  of  her  argu- 
ments are  based  on  the  court's  findings,  admissions 
against  interest  or  written  dociunentary  proof.  She 
urges  (1)  the  facts  found  hy  the  court  below  were 
"clearly  erroneous"  because  it  refused  to  accept  her 
testimony  even  though  it  was  self-contradicted  in  al- 
most every  respect;  (2)  damages  may  be  awarded  to 
her  for  moneys  she  might  have  made  or  paid  out  dur- 
ing seven  years  although  all  her  activities  had  her 
full  understanding,  consent,  approval  and  acqui- 
escence; and  (3)  a  broker's  "fiduciary  duty"  elimi- 
nates the  need  to  find  that  damages  were  proximately 
caused  by  a  breach  of  duty  and  may  be  awarded  (with- 
out proof)  irrespective  of  the  obligations  owed  by  the 
broker  as  a  "fiduciary"  or  of  the  extent  or  manner  in 
which  such  obligations  were  dishonored.  All  of  the 
foregoing  assiunptions  are  contrary  to  law.  That  any 
one  of  them  is  contrary  to  law  is  sufficient  to  dispose 
of  plaintiff's  appeal. 

Plaintiff's  appeal  is  protective;  it  is  intended  to 
support  the  award  of  the  court  below  which  suffers 
from  three  major  deficiencies: 

(1)  The  damages  awarded  are  far  in  excess  of 
actual  loss,  contrary  to  Section  28(a)  of  the  Securities 
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Exchange  Act.  Most  of  the  damages  awarded  were 
unrelated  to  loss  and  those  presumably  related  are 
speculative  and  indiscriminately  exaggerated. 

(2)  They  are  unrelated  to  the  ''risk"  which  the 
court  found  plaintiff  did  not  "comprehend".  What  is 
moi'e  the  court  failed  to  describe  this  risk. 

(3)  They  are  in  excess  of  those  proximately  aris- 
ing from  a  plaintiff  misled.  The  court  below  did  not 
find  plaintiff  was  misled  or  that  she  suffered  loss  be- 
cause she  was  misled. 

''Churning"  does  not  necessarily  result  in  loss  or 
damage  as  the  court  below  incorrectly  assiuned.  It 
has  been  condemned  by  Securities  and  Exchange  rule 
in  over-the-counter  transactions.  Misrepresentation  in 
security  transactions,  to  which  "churning"  might  or 
might  not  contribute,  is  generally  condemned  by  the 
Security  Acts  and  the  Commission.  No  doubt  a  civil 
right  of  action  arises  when  persons  are  deceived,  pro- 
viding they  have  been  actually  damaged  "on  account 
of  the  act  complained  of"  (Section  28(a)  of  the  Se- 
curities Exchange  Act).  But  even  if  an  act  condemns, 
damages  cannot  be  awarded  where  none  are  suffered 
and  none  are  proved.  People  have  made  money  by 
actively  trading.  They  are  not  necessarily  injured 
thereby.  A  broker  who  overtrades  an  account  without 
customer  approval  may  violate  Rule  15cl-7  or  Na- 
tional Association  of  Securities  Dealers  rules  1,  2  or 
15.  Even  if  he  makes  money  for  his  customer,  the  Na- 
tional Association  of  Securities  Dealers  and  the  Secu- 
rities and  Exchange  Commission  may  perhaps  com- 
plain. But  not  the  customer !  This  principle  has  been 
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ignored  in  the  instant  case.  Plaintiff's  profitable  se- 
curity trading  account  did  not  necessarily  damage  the 
plaintiff;  and  plaintiff  off'ered  no  evidence  that  trad- 
ing as  such  damaged  her. 

This  consideration  and  others  led  plaintiff  to  bring 
an  action  for  breach  of  trust,  really  for  account  mis- 
management which  encompassed  commodities/  rather 
than  for  violation  of  Rule  lOb-5.  Jurisdiction  should 
have  been  refused  in  the  first  place.  But  the  action  as 
alleged  failed  because  plaintiff  had  no  trust,  offered 
no  proof  of  mismanagement  or  loss  therefrom  and,  as 
the  court  found,  had  agreed  to  a  trading  account  be- 
fore she  came  to  Harris  Upham.  Nevertheless,  trust 
^'damages",  not  actual  damages,  have  been  awarded  as 
if  the  accoimt  were  left  entirely  to  Harris  Upham  and 
plaintiff  did  not  know  and  had  not  agreed  to  her 
activity.  The  court  having  thus  opened  the  door  to 
recovery  without  loss,  plaintiff  sees  no  reason  why 
there  needs  to  be  limit,  and  thereby  di'amatically  dem- 
onstrates by  reductio  ad  dbsiirdum  the  error  in  the 
judgment  of  the  court  below. 

We  have  generally  reviewed  the  facts  and  the  law 
in  our  principal  brief.  We  address  ourselves  in  this 
brief  to  the  specific  statements  of  fact  and  argument 
in  plaintiff's  ''Opening  Brief",  largely  in  the  order 
in  which  they  appear,  and  where  practical,  we  refer 
to  the  page  and  the  caption  employed  by  the  plaintiff. 


lit  was  therefore  not  within  the  Securities  Exchange  Act  and  the 
scope  of  federal  jurisdiction. 
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PLAINTIFF'S  MOTION  FOR  LEAVE  TO  OFFER  ADDITIONAL 
EVIDENCE  IN  THE  COURT  BELOW 

Plaintiff  moved  in  the  court  below  for  leave  to 
reopen  the  judgment  and  to  offer  evidence  that  Harris 
Upham  was  censured  (but  not  fined)  in  1958  by  the 
National  Association  of  Securities  Dealers  for  inade- 
quate s(upervision.  Her  stated  purpose  was  that  such 
evidence  should  be  considered  on  the  issue  of  puni- 
tive damages.^  But  the  facts  submitted  to  the  court 
below  were  not  limited  to  the  censure  or  to  pimitive 
damages.  Indeed,  the  conduct  of  Harris  Upham  which 
led  to  censure  was  not  stated,  but  the  entire  opinion 
of  the  Regional  Committee  of  the  National  Associa- 
tion of  Securities  Dealers  in  the  complaint  of  Mrs. 
Hecht  was  set  forth  despite  its  obvious  lack  of  rele- 
vance and  its  impropriety.  The  motion  was  denied 
on  the  ground  that  the  evidence  would  be  purely  cumu- 
lative and  would  not  have  changed  the  judgment  of 
the  court. 

Plaintiff  has  now  brought  the  same  motion  before 
this  court  but  does  not  seriously  urge  it.  She  has, 
however,  used  it  as  a  pretext  to  attach  as  an  appendix 
to  her  brief  the  decision  of  the  Regional  Committee, 
and  improperly  quotes  that  opinion  in  extenso 
throughout  her  brief  with  respect  to  questions  that 
are  in  no  manner  related  to  supervision  or  to  punitive 
damages.  Thus,  plaintiff  is  attempting  to  influence 
this  Court's  judgment  as  to  the  merits  of  her  appeal 
by  asking  it  to  consider  the  Regional   Committee's 


2In  fact,  the  previous  censure  of  Harris  Upham  was  before  the 
court  below  during  the  trial  (see  Appendix  B  to  Plaintiff's  Opening 
Brief,  p.  35,  fn.  1). 
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findings.  We  recognize  that  this  court  will  only  con- 
sider the  record  before  it,  and  will  not  consider  the 
opinion  of  the  Regional  Committee.  However,  in  view 
of  plaintiff's  quotations  we  think  it  in  order  to  point 
out  the  following  facts,  all  of  which  appear  in  that 
opinion : 

1.     The  Committee  did  not  see  or  hear  Mrs.  Hecht 
nor  any  of  her  doctors.  Relying  on  the  record  before 
this  court,  and  totally  in  contradiction  to  the  findings 
of  the  court  below,  and  the  testimony  of  plaintiff's 
doctors,  this  committee  of  laymen,  purporting  to  hav- 
ing studied  the  entire  record  before  this  court,  held: 
''We  have  reviewed  carefully  the  entire  record 
in   this   case    and    we   are    convinced    that   Mrs. 
Hecht,  at  least  during  the  years  1930  until  1955, 
had  acquired  enough  knoivledge  of  the  securities 
market    to    exercise    adequate    judgment    in    her 
dealings  with  securities  dealers.   However,  it  is 
also  apparent  that  after  the  death  of  her  husband, 
there  was  a  progressive  deterioration  of  her  men- 
tal and  physical  well-being.  .  .  . 

''It  must  be  noted  that  the  Committee  does  not 
consider  this  earlier  period  of  securities  dealings 
to  be  of  importance  in  i*eaching  our  decision  be- 
cause complainant's  needs,  objectives,  and  mental 
and  physical  condition  were  then  vastly  differ- 
ent." (Emphasis  supplied) 

In  other  parts  of  the  opinion  the  committee  stated 
Mrs.  Hecht  to  be  of  "failing  faculties"  (Appendix, 
p.  21). 

The  opinion  of  the   Committee  is  internally  con- 
sistent, but  at  the  expense  of  complete  record  distor- 
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tion.  Without  any  immediate  or  nodding  acquaint- 
ance with  the  facts  or  the  record,  and  unhampered 
by  any  regard  for  them,  the  Committee  judged  Mrs. 
Hecht's  mental  faculties.  The  doctors  who,  imlike  the 
Committee,  saw,  talked  to  and  observed  Mrs.  Hecht, 
were  not  prepared  to  say  that  Mrs.  Hecht  lacked  the 
necessary  ability  to  be  a  successful  business  woman 
(R.  317,  787,  788) ;  they  did  not  see  any  evidence  of 
deterioration  (see  infra).  Quite  the  contrary. 

2.  The  Conunittee  did  not  find  excessive  trading  of 
a  trading  account;  it  held  "unsuitable"  the  trading  of 
securities  and  conunodities  by  a  lady  of  "failing  fac- 
ulties." The  court  below  found  Mrs.  Hecht  was  barred 
from  making  these  very  claims  because  of  her  knowl- 
edge and  understanding. 

The  opinion  of  the  Regional  Committee  will  be 
reviewed  by  a  committee  of  the  Board  of  Grovernors 
of  the  National  Association  of  Securities  Dealers  de 
novo. 


PLAINTIFF'S  STATEMENT  OF  FACTS 
The  Plaintiff  (pp.  6  et  seq.,  plff.'s  brief) : 

Plaintiff's  brief  contends  Mrs.  Hecht  was  lacking 
in  normal  intelligence,  could  not  read  her  statements, 
and  had  suffered  mental  illness.  The  record  and  find- 
ings are  to  the  contrary.  There  is  no  evidence  that 
Mrs.  Hecht  "suffered  an  acute  brain  syndrome  caused 
by  a  cerebral  infarction"  in  1955  (R.  376,  795).  Her 
doctor  testified  she  suffered  from  a  toxic  psychosis  in 
1955  which  might  have  been  due  to   excessive  con- 
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siiniption  of  barbiturates,  alcohol,  of  both^  (R.  755, 
769,  770,  771,  775,  795,  807).  She  is  competent  (R. 
317-9,  323,  333,  356),  very  much  the  same  as  she  al- 
ways has  been  (R.  321).  She  has  not  suffered  brain 
damage;  the  brain  wave  tests,  according  to  her  doc- 
tors, prove  nothing  (R.  322,  323,  376).  She  was  upset 
in  1955  due  to  money  worries  and  litigation  regarding 
her  husband's  estate  (R.  757). 

She  is  normal  (R.  304).  She  was  "disorganized" 
according  to  her  accountant,  only  in  her  ability  to 
keep  her  dniggist  and  doctor  bills  for  tax  deductions 
(R.  3411).  He  agreed  she  had  a  mind  of  her  own 
(R.  3330 ) .  According  to  her  doctors  money  was  always 
on  her  mind  (R.  781,  787,  796)  and  her  forgetfulness 
about  nonfinancial  matters  a  long  standing  personal- 
ity trait  (R.  308). 

Despite  Mrs.  Hecht's  "dependent  and  passive  tem- 
perament which  has  limited  her  ability  to  raise  out- 
ward objections  to  w^hat  are  really  unpleasant  or  un- 
easy situations  for  her"  (p.  8),  she  blamed  one  doctor 
for  her  troubles  (R.  776-78)  and  discharged  another 
doctor  because  she  considered  his  chai'ges  too  high 
(R.  339-40). 

There  are  many  references  in  plaintiff's  biief  to 
statements  made  by  her  that  she  did  not  imderstand 
a  variety  of  things,  but  she  understood  these  very 
same  things  when  it  suited  her  purposes  (see  our 
principal  brief;  R.  2703-05,  2836,  2960-64),  even  on 
one  occasion  when  her  counsel  sought  to  mislead  the 


^Complete  lack  of  regard  for  truth  telling  is  not  uncommon 
among  people  with  such  habits. 
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court.  (R.  2960-63).  We  invite  the  court's  attention 
to  each  reference  in  plaintiff's  brief  intended  to  estab- 
lish her  i^orance  or  lack  of  understanding.  They 
conclusively  prove  she  and  her  counsel  sought  to  make 
her  out  to  be  an  imbecile,  and  by  their  exaggeration 
stand  condemned. 

Coimsel  for  plaintiff  are  aware  of  the  ''clearly  erro- 
neous" rule,  and  cannot  seriously  believe  the  record 
distortions  in  their  brief  will  assist  this  court.  Their 
brief  is  really  a  plea  for  sympathy  for  an  elderly 
lady;  they  hope  this  court  will  be  moved  to  judge  by 
sympathy  rather  than  by  law.  We  note  their  reliance 
on  the  "big  pocket  theory"  in  describing  defendant. 

Defendants  (pp.  9  and  10,  plfF.  's  brief)  : 

Plaintiff  states  that  no  officer  of  Harris  Upham 
"was  specifically  placed  in  charge  of  or  made  respon- 
sible for  supervisory  or  compliance  watters  .  .  .".  This 
statemient  is  made  without  record  reference  and  is 
unfounded.  Nor  is  local  supervision  contrary  to  estab- 
lished or  permitted  practice  (R.  3251) ;  in  fact  there 
is  a  supervising  partner  over  every  office.  Mr.  Mejia 
was  a  sui^ervising  partner  of  the  San  Francisco  office. 

The  Relationship  Between  Mr.  Wilder  and  Mrs.  Hecht  (p.  12, 
plff.'s  brief): 

Plaintiff  urges  that  Mr.  Wilder  acted  as  "plain- 
tiff's advisor"  from  1955  and  had  complete  charge  of 
her  investment  affairs  until  March  1964.  This  conclu- 
sion is  without  record  support,  except  for  statements 
appearing  in  some  of  Mrs.  Hecht's  wills  drafted  by 
a  lawyer  (not  admitted  against  Harris  Upham),  and 
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statements  made  by  accountants  that  they  imderstood 
Wilder  was  Mrs.  Hecht's  financial  adviser.  Neither 
is  proof  of  the  fact.  The  proof  goes  in  all  directions. 
Mrs.  Hecht  testified  Wilder  did  not  advise  her.  He 
did  what  he  wanted  despite  her  protest  and  offered 
neither  advise  nor  explanation.  He  sold  her  "blue 
chips"  despite  her  contrary  instructions  and  despite 
her  objections.  He  took  her  account  out  of  Walston 
&  Co.  and  put  it  into  Hooker  &  Fay  without  her  con- 
sent; he  had  securities  from  her  husband's  estate 
transferred  to  Hooker  &  Fay  without  her  consent,* 
he  transferred  her  account  from  Hooker  &  Fay  to 
Harris  Upham  without  her  consent.'''  She  distrusted 
him  from  1956.  These  and  other  contradictory  theses 
are  repeated  in  plaintiff's  brief.  The  court  is  asked 
to  believe  all,  and  hold  the  findings  of  the  court  below 
clearly  erroneous. 


Plaintiff  repeats  in  this  part  of  her  brief,  as  well 
as  on  page  25,  without  benefit  of  record  reference, 
the  claim  that  Mrs.  Hecht  engaged  in  8,900  or  9,000 

commodity  transactions  [w^hich]  were  initiated 
solely  by  Mr.  Wilder."  The  statement  is  unsupported 
and  is  contrary  to  the  facts.    The  facts  are: 

1.  There  is  nothing  in  the  record  to  indicate  that 
Wilder  initiated  a  single  commodity  transaction.  He 
named  many  future  commodity  markets;  but  that  is 
not  the  same  as  recommending  whether  or  when  they 


a 


^Presumably  with  the  connivance  of  very  distinguished  counsel 
who  handled  her  interest  in  her  husband's  estate. 

5Mrs.  Hecht  signed  all  the  necessary  documents. 


should  be  pui^chased  or  sold,  the  delivery  date,  or  the 
quantity.  None  of  these  are  the  subject  of  record 
proof  favorable  or  unfavorable  to  plaintiff.  All  the 
findings  of  the  court  and  the  arg-uments  in  plain- 
tiff's brief  on  this  issue  are  surmise. 

2.  It  is  not  possible  from  most  commodity  state- 
ments to  determine  whether  the  person  purchased 
or  sold  one  or  more  than  one  contract,  since  the  pur- 
chase and  sales  slips  deal  with  quantities  rather  than 
contracts.  Presiunably,  if  one  knew  the  quantity  con- 
stituting a  contract  under  the  niles  of  a  particular 
exchange  at  any  given  time,  it  would  be  possible  to 
determine  the  number  of  contracts.  No  such  deter- 
mination was  made  at  the  trial,  nor  is  the  necessary 
data  in  the  record.  Assuming,  however,  that  Mrs. 
Hecht  purchased  or  sold  4,500  contracts  and  subse^ 
quently  closed  them  out,  this  is  far  different  from 
9,000  "commodity  transactions".  Single  contracts  as- 
sumed and  closed  out  are  perhaps  more  analagous, 
although  not  the  same,  as  the  purchase  and  sale  of 
five  or  ten  shares  of  stock — w^hich  is  not  a  character- 
istic purchase.  An  average  commodity  transaction 
might  well  consist  of  five  or  ten  contracts  just  as 
shares  are  normally  bought  in  units  of  100  or  multi- 
ples thereof.  5,000  shares  purchased  and  sold  would 
not  be,  in  any  meaningful  sense,  10,000  transactions 
or  even  100  transactions.  The  court  below  misunder- 
stood, and  the  findings  made  which  relied  thereon  are 
clearly  erroneous.  The  only  significant  statement  is 
that  Mrs.  Hecht  assumed  and  closed  out  approxi- 
mately 700  positions.  Even  this  number  is  not  espe- 
cially significant  in  determining  Mrs.  Hecht's  trad- 
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ing  or  risk  since  sh(}  straddled  in  1958*'  (the  holding 
of  a  purchase  and  sale  position  in  the  same  commod- 
ity for  different  months),  a  common  tax  delay  device 
which  does  not  involve  any  substantial  risk  (R.  1758, 
2150).  She  may  have  otherwise  protected  positions. 
Plaintiff's  figure  surely  frightens  the  uninitiated  and 
obviously  impressed  the  court  below  sufficiently  that 
it  erred. 

We  have  called  attention  in  our  principal  brief 
to  the  fact  that  commissions  in  commodity  transac- 
tions are  for  a  "round  trip",  i.e.,  a  single  commis- 
sion is  charged  for  purchase  and  sale   (R.  1740). 


On  page  15,  plaintiff's  brief  notes  that  the  coui't 
found  plaintiif's  "summaries  were  prepared  in  a  man- 
ner to  'allay  any  fear  that  the  volimie  and  frequency 
of  the  trading  was  excessive'  "  and  that  the  last  sum- 
mary dated  March  29,  1963  "was  misleading  and 
'would  have  given  the  impression  that  no  excessive 
trading  was  going  on.'  "  The  court  did  not  find  that  in 
fact  Mrs.  Hecht's  fears  were  allayed;  her  testimony 
was  to  the  contrary. 

The  Wilder  statements  refer  only  to  the  position 
of  plaintiff's  security  accounts,  portfolio,  profit,  loss 
and  the  like.  They  do  not  refer  to  any  fact  conceiv- 
ably related  to  tradmg  volume.  Plaintiff's  brief  and 
the  court's  findings  are  clearly  erroneous  and  indi- 
cate a  novel  view  of  churning  and  excessive  trading. 
Trading  is  better  indicated  by  the  number  of  slips 


^The  court  found  she  understood  and  waived  any  claims  arising 
therefrom. 
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one  receives,  and  the  length  of  time  securities  are 
held. 

None  of  the  statements  were  materially  inaccurate 
except  for  an  omission  in  the  March  29,  1963  state- 
ment. The  fact  that  some  of  Wilder's  statements  re- 
feiTed  to  gains  and  the  like,  as  noted  by  the  court, 
did  not  make  them  inaccurate  or  confusing.  Mrs. 
Hecht  really  did  make  substantial  gains,  and  her  ac- 
count improved  in  value  through  1961. 

^loreover  this  did  not  mislead.  Mrs.  Hecht  testified 
she  did  not  look  at  these  statements  and  she  distrusted 
all  of  Wilder 's  explanations  of  the  status  of  her  ac- 
count.'^ If  Wilder  prepared  these  statements  to  allay 
concern  on  the  pai-t  of  Mrs.  Hecht,  they  failed  their 
mission.  Mrs.  Hecht  testified  she  knew  she  lost  money 
at  the  time  it  occurred  and  she  knew  her  commissions 
were  ''accumulating". 

On  page  15  plaintiff's  brief  states  "Mr.  Wilder's 
misuse  of  his  dominion  and  control  over  Mrs.  Hecht 
and  her  financial  affairs  is  best  illuminated  by  the 
two  specific  instances  in  which  he  converted  her 
securities."  The  transactions  referred  to  are  Itek  and 
Colonial.  The  court  did  not  find  that  the  securities 
were  converted.  Moreover,  conversion  does  not  come 
under  the  Security  Acts.  But  the  fact  is  the  court 
might  well  have  regarded  these  transactions  as  best 
illuminating  the  relationship  between  Mrs.  Hecht  and 


■^The  court  noted  Wilder  testified  he  discussed  her  statements 
with  her;  it  recognized  Mrs.  Hecht  disagreed.  The  important  fact 
is  she  did  not  listen,  and  did  not  believe,  and  therefore  could  not 
rely. 
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Mr.  Wilder,  as  plaintiff  states.  If  it  did  so,  or  if  it 
significantly  affected  the  court's  opinion,  then  the 
judgment  of  the  court  below  must  be  reversed  in  its 
entirety.  We  have  preferred  not  to  argue  this  issue 
because  we  regard  the  conduct  of  the  court  below 
extraordinary,  and  this  court's  expertise  far  greater 
than  ours.  These  transactions  were  not  pleaded  and 
were  not  admitted  against  Harris  Upham  before  de- 
cision was  reached,  with  Harris  Upham  having  no 
opportunity  to  cross-examine  or  conduct  examinations 
before  trial  on  these  matters  before  such  decision.  The 
court  reopened  the  cause  as  to  these  items,  but  not 
generally,  and  such  reopening  could  not  and  did  not 
ser^^e  a  useful  purpose. 

Churning  and  Unsuitable  Management  of  the  Account  (pp.  16 
et  seq.,  plff .  's  brief) : 

Mrs.  Hecht  testified  that  in  1955  her  understanding 
of  her  objectives  and  needs  were  "the  preservation 
of  her  capital  and  the  receipt  of  a  regular  dividend 
income",  (p.  16).  She  claims  she  stated  these  objec- 
tives and  needs  to  Wilder  in  1955  (see  R.  2407,  2427, 
2895,  2954-57,  3036),  and  that  they  were  ignored  by 
Wilder  from  the  very  first  despite  her  remonstra- 
tions  (R.  2491,  2704-07,  2959).  Thus,  all  of  plaintiff's 
testimony  as  to  her  lack  of  sopthistification,  under- 
standing and  ability  as  to  financial  matters  is  self- 
contradicted.  It  required  the  court's  conclusions  with 
respect  to  plaintiff's  knowledge  and  imderstanding, 
and  in  the  Light  of  plaintiff's  other  testimony  makes 
unsupportable  the  conclusion  that  she  was  ''naive"  in 
any  way  significant  imder  the  Security  Laws. 
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On  pages  17  and  18,  plaintiff  quotes  in  extenso  from 
the  opinion  of  the  Regional  Committee  of  the  National 
Association  of  Securities  Dealers  on  the  question  of 
the  suitability  of  plaintiff's  security  and  commodity 
accoimts,  despite  the  fact  that  these  findings  are  not 
before  this  court  for  any  purpose.  In  fact,  plaintiff's 
entire  claim  of  imsuitability  is  predicated  on  the 
assumption  that  this  court  will  accept  such  findings 
in  lieu  of  the  court's  findings.  It  would  have  post-trial 
expertise  and  evidence  substituted  for  proof  lacking 
at  the  trial,  without  the  risk  of  cross-examination.  The 
findings  of  the  Committee  are  in  fact  contrary  to 
those  of  the  court  below.  It  held  Mrs.  Hecht  consented 
to  a  trading  account;  but  the  Committee  did  not 
believe  it.  It  favored  surmise  to  record  study  and  fact 
finding. 


On  page  18  of  plaintiff's  brief,  reference  is  made 
to  principal  markups  of  $15,000  in  addition  to  $76,000 
in  commissions.  There  is  no  record  reference  in  plain- 
tiff's brief  to  sustain  this  except  the  testimony  of  the 
secretary  of  the  Regional  Committee  of  the  National 
Association  of  Securities  Dealers  who  stated  he  knew 
Harris  Upham's  commissions  were  well  within  a  3% 
figure  (R.  3206-12).  $15,000  represents  3%  of  plain- 
tiff's principal  transactions.  The  court  failed  to  con- 
sider (a)  the  commission  ordinarily  charged  by 
Harris  Upham  in  over-the-coimter  transactions  is  the 
Stock  Exchange  commission  which  averages  about  1% 
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(R.  587-90,  623)  ;  (b)  the  NASD  representative  recog- 
nized and  noted  that  many  riskless  transactions  are 
secondary  imderwritings  for  which  no  commissions 
are  charged  (the  seller  pays)  (R.  3261-63)  ;  and  (c) 
there  is  nothing  in  the  record  to  indicate  a  charge  to 
Mrs.  Hecht  for  any  of  these  transactions  (R.  3221-24). 


On  pages  21  and  22  of  plaintiff's  brief,  it  is  urged 
that  40%  of  the  securities  in  Mrs.  Hecht's  account 
based  upon  cost  ''were  given  speculative  ratings  by 
independent  rating  services."  40%  includes  securities 
not  rated  by  mdependent  rating  services.  The  inde- 
pendent rating  services  do  not  rate  banks,  financial 
companies,  aircraft  manufacturers  and  others  (R. 
1987-88).  Obviously,  not  all  banks  or  financial  com- 
panies, or  aircraft  companies  (such  as  Douglass  Air- 
craft) are  necessarily  "speculative"  investments. 

Plaintiff  listed  at  pretrial  a  group  of  companies  in 
which  Mrs.  Hecht  had  invested  and  which  she  re- 
garded as  speculative  (Ex.  ZZZZ;  pp.  7  and  8  of 
pretrial  statement,  T.  242,  243).  Based  on  market 
value  these  securities  constituted  the  following  per- 
centages of  Mrs.  Hecht's  total  aocoimt  at  the  end  of 
each  year: 


1958 

6.7% 

1959 

4.7% 

1960 

7.3% 

1961 

13.% 

1962 

.7% 

1963 

.2% 

(Ex.  S-10) 
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Not  all  of  these  securities  were  criticized  in  plaintiff's 
schedule  of  securities  as  being  "below  average"  in 
Standard  and  Poors  rating  (Ex.  31).  The  percent- 
ages of  Mrs.  Hecht's  securities  thus  listed  and 
criticized  were  as  follows: 


1958 

2.7% 

1959 

4.2% 

1960 

4.2% 

1961 

3.7% 

1962 

.6% 

1963 

.1% 

(Ex.  S-10) 

Mrs.  Hecht's  present  financial  adviser  who  appeared 
as  a  witness  to  testify  on  her  behalf  was  not  prepared 
to  criticize  Mrs.  Hecht's  account  in  March  1964  from 
the  point  of  view  of  a  trading  account,  although  in- 
vited to  do  so  (R.  1977).  Among  the  securities  which 
Mrs.  Hecht  held  at  the  time  the  accoimt  was  trans- 
ferred from  HaiTis  Upham  and  in  which  the  market 
price  was  lower  than  cost  were  American  Machine 
and  Foimdary,  Pacific  Tel  &  Tel,  Western  Electric, 
General  Instruments,  Ampex  (initiated  by  her).  Ana- 
conda Copper  and  AT&T  (R.  1910'  et  seq.).  There 
is  nothing  in  the  record  to  suggest  that  Mrs.  Hecht 
lost  money  as  result  of  any  of  her  "speculative  securi- 
ties". Nothing  in  the  record  or  in  the  court's  opinion 
suggests  it.  Plaintiff's  security  accoimt  made  money 
overall. 

Since  plaintiff  is  critical  of  the  "suitability"  of  her 
account,  and  the  court  called  attention  to  the  status: 
of  the  accoimt  in  March  1964,  but  made  no  finding 
as  to  suitability  as  of  that  time  or  any  other  time, 
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it  is  in  order  to  call  attention  to  the  following:  From 
1957  through  1964  Mrs.  Hecht's  account  enjoyed 
$164,773.80  in  gains  and  $123,106.28  in  interest  and 
dividends  (S-5).  It  was  charged  $43,604.81  in  margin 
interest,  and  showed  a  net  income  of  $244,275.27.  The 
income  and  percentage  of  return  during  the  full  calen- 
dar years  when  the  accoimt  was  maintained  at  Harris 
Upham  were  as  follows  (Ex.  S-11)  : 


Net  Income  Including 

Capital  Gains  After 

Interest  Charges 

Percentage 
of  Return 
on  Capital 

1958 

$72,729 

16.9 

1959 

43,663 

9.8 

1960 

35,171 

7.9 

1961 

60,094 

13.5 

1962 

22,265 

4.7 

1963 

28,724 

6.5 

Mrs.  Hecht  also  had  imrealized  capital  gains  of 
$5,485.00  in  1963  and  $10,714  for  the  three  months 
ending  March  1964  (Ex.  S-3). 

According  to  the  testimony  of  her  financial  adviser 
(R.  2193)  she  could  have  expected  to  earn  between 
3^2%  and  4%  on  ''blue  chip"  stocks. 

"Short  Sales"  (p.  23,  plff.'s  brief) : 

Mrs.  Hecht  did  not  engage  in  "short  sales"  as  that 
term  is  commonly  understood.  She  sold  ''against  the 
box",  i.e.,  securities  she  actually  owned  but  did  not 
want  to  deliver  out  immediately  (R.  286,  287,  2167). 
This  is  a  common  practice  which  has  none  of  the 
ordinary  speculative  aspects  of  short  sales.  If  there 
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was  a  loss  in  tliesie  short  sales  there  was  a  comparable 
gain  in  the  long  position.  The  court  held  her  knowl- 
edge and  understanding  barred  this  claim. 

Commodities  Transactions  (p.  23,  plff.'s  brief): 

Plaintiff's  brief  states  that  Mrs.  Hecht  was  unaware 
of  the  transfer  of  moneys  to  commodities.  The  court 
did  not  so  find;  it  barred  her  claim  on  this  ground. 
She  testified  that  money  was  being  continuously  de- 
manded of  her  to  put  into  commodities  (R.  2405)  and 
she  signed  agreements  permitting  such  transfers 
(Exs.  95,  96). 

"Selective  Close-Out  Scheme"  (p.  26,  plff.'s  brief) : 

The  entire  text  with  respect  to  the  "selective  closer 
out  scheme"  is  an  imaginative  figment  exaggerated  in 
direct  proportion  to  its  lack  of  record  support.  No 
proceeding  was  ever  instituted  by  the  Commodities 
Exchange  Atithority  against  Harris  Upham.^  There 
was  no  impropriety  in  ''selective  closeouts"  in  1963, 
nor  is  there  today  if  such  closeouts  have  the  per- 
mission of  the  customer.  There  is  no  testimony  in  the 
record  that  the  closeouts  did  not  have  the  permission 
of  Mrs.  Hecht.  The  issue  was  not  raised  during  the 
trial,  and  defendants  offered  no  proof  with  respect 
to  plaintiff's  permission.  If  plaintiff  understood  her 
closeouts,  then  her  complaint  fails  entirely  because 
she  was  waiting  to  see  how  she  would  come^  out  overall 
for  seven  years. 


^Counsel  for  plaintiff  appeared  before  a  CEA  hearing  examiner 
and  urged  such  action. 
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"False  Summary  of  March  29,  1963"  (p.  28,  plff.'s  brief) : 

It  may  be  seen  from  the  simimary  printed  on  page 
28  of  plaintiff's  brief  tliat  there  is  nothing  in  it  which 
bears  any  relationship  to  excessive  trading,  despite 
the  court's  finding  and  plaintiff's  contention.  Mrs. 
Hecht's  accomit  had  long  since  ceased  to  he  actively 
traded  (see  Exs.  S-9,  324,  325),  so  that  she  could 
not  have  relied  thereon  to  her  damage.  We  have  here- 
tofore noted  that  Mrs.  Hecht  claimed  igTiorance  of 
any  statementsi,  that  she  did  not  trust  Wilder's  advice 
as  to  her  financial  condition,  and  she  knew  sh.e  was 
losing  money. 

The  statement  of  operations  analyzed  in  plaintiff's 
brief  is  a  statement  of  Wilder's  stewardship  from 
1955  when,  according  to  plaintiff  (p.  12  of  her  brief) 
Wilder  first  began  to  advise  Mrs.  Hecht's  attorney 
''during  the  probate  proceedings  regarding  the  sale 
of  securities  .  .  .".  It  is  not  a  document  relating  to 
Mrs.  Hecht's  activities  while  with  Harris  Upham. 
It  was  prepared  without  the  authority  of  Harris 
Upham  (R.  733). 


RESPONSE  TO  PLAINTIFF'S  ARGUMENTS 

I 

ESTOPPEL,  WAIVER  AND  LACHES 
(pp.  32  et  seq.  of  plff.'s  brief) 

Plaintiff's  brief  ignores  a  fundamental  fact:  if  the 
doctrine  of  estoppel,  waiver  and  laches  had  never 
been  invented,  Mrs.  Hecht  would  not  be  entitled  to 
recover,  because  knowing  what  she  did  she  could  not 
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be  misled;  and  since  she  was  not  misled  she  is  not 
entitled  to  relief  under  the  Securities  Exchange  Act. 
We  have  reviewed  the  apposite  provisions  of  the  Act 
in  our  principal  brief;  perhaps  unnecessarily  so,  for 
the  Securities  Exchange  Act  is  a  disclosure  act,  and 
disclosure  satisfies  all  of  its  requirements. 

SEC  V.  Capital  Gains  Research  Bureau,  Inc., 
375  U.S.  180   (1963).  ■ 

Nor  does  it  mandate  damages  where  the  plaintiff  did 
not  rely,  was  not  misled  and  was  not  injured  by  the 
act  complained  of. 

The  court's  finding  of  waiver,  estoppel  and  laches 
did  not  prevent  it  from  maximizing  plaintiff's  damage 
award.  But  it  could  not  countenance  the  claims  for 
which  plaintiff  contends  even  if  it  had  not  found 
waiver  estoppel  and  laches: 

(1)  It  could  not  award  damages  because  plaintiff's 
original  portfolio  was  sold;  Mrs.  Hecht  testified  she 
knew  her  original  portfolio  was  being  sold  at  the 
time  it  occurred ;  some  of  it  had  been  sold  and  some  of 
it  repurchased  before  January  1957.  She  made  records 
of  some  sales  (Ex.  M),  she  read  the  records  of  other 
sales  (R.  2523,  2593,  2707,  2774-76,  2847,  2863-64, 
2960-62),  and  testified  she  complained  about  them 
to  Wilder  at  the  time  (R.  2705-07).  The  'Statute  of 
Limitations  would  in  any  event  have  barred  these 
claims. 

(2)  It  could  not  grant  damages  for  ''unsuitable 
investments"  since  no  "unsuitable  investments"  were 
found  and  no  evidence  offered  that  ''unsuitable 
investments"  produced   losses.   Here,   too,   plaintiff's 
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knowledge  would  bar  her  claim  and  the  Statute  of 
Limitations  would  be  applicable. 

We  suggest  that  plaintiff's  difference  with  the 
court's  finding  of  waiver,  estoppel  and  laches  is  really 
an  attempt  to  buttress  a  judgment  which  cannot  be 
upheld  as  the  court's  findings  require  a  judgment  for 
Harris  Upham  under  this  court's  opinion  in  Royal 
Air  Properties,  Inc.  v.  Smith,  312  F.2d  210  (9  Cir. 
1962). 

The  court  below  did  not  fault  Mrs.  Hecht's  intelli- 
gence, only  her  personal  characteristics,  social  malad- 
justments which  her  doctors  agreed  are  of  long  stand- 
ing (R.  308,  317,  321,  777-79,  809).  Her  ^'erratic" 
personality  is  not  to  be  equated  with  mental  inbalance. 
Nor  can  it  properly  bei  a  subject  of  judicial  considera- 
tion; it  is  all  too  common,  or  at  least  too  commonly 
ascribed.  Mrs.  Hecht's  doctors  testified  they  found 
nothing  to  disqualify  her  business,  judgment  (R. 
787-88,  317). 

Estoppel : 

It  serves  no  pui'pose  to  review  all  the  cases  cited  in 
the  argument  made  by  plaintiff  with  respect  to 
the  doctrine  of  estoppel.  This  court  has  in  numerous 
decisions  recited  the  requirements,  e.g.,  footnotes  1-3 
in  Royal  Air  Properties,  Inc.  v.  Smith  333  F.2d  568, 
570  (9  Cir.  1964).  Intentional  misrepresentation  by 
plaintiff  is  not  one  of  them,  as  plaintiff  contends.  The 
court  below  made  each  of  the  findings  necessary  and 
its  findings  are  well  supported.  The  fact  that  Mrs. 
Hecht  gave  instructions  as  to  how  her  account  was 
to  be  handled  to  satisfy  her  needs  and  circumstances, 
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that  she  knew  such  instnijctions  were  being  violated 
before  she  came  to  Harris  Upham  but  permitted 
Harris  Upham  to  continue  her  account  as  a  trading 
account,  as  it  did,  would  suffice.  Nothing  in  the 
record  suggests  that  the  management  of  Mrs.  Hecht's 
account,  if  it  was  not  managed  entirely  by  her,  was 
inappropriate  to  a  trading  account.  A  trading  account 
was  perhaps  contrary  to  her  needs  and  circiunstances 
and  her  claimed  objectives.  But  all  of  this  she  knew 
and  imderstood  for  eight  years  by  her  own  admission. 
The  court  so  found. 

Exactly  what  plaintiff  did  not  know  is  the  essential 
enigma  of  the  findings  and  judgment  of  the  court 
below.  It  is  not  resolved  by  the  court^s  statement  she 
did  not  comprehend  the  risk  of  '^  excessive"  trading. 
What  risk?  What  failure  of  comprehension'?  Neither 
the  court's  opinion,  the  record,  or  any  considered 
judgment  furnishes  an  answer,  especially  since  the 
court  found  she  imderstood  the  risks  of  an  actively 
traded  securities  account  and  a  ''speculative"  com- 
modities account.  Is  the  court's  finding  really  a  find- 
ing of  imprudence,  and  has  it  mistakenly  identified 
"churning"  with  all  imprudent  customer  conduct 
which  the  broker  does  not  oppose? 

Plaintiff  would  escape  this  enigma  and  the  law 
which  requires  reversal  of  the  judgment  by  changing 
the  facts.  She  maintains  that  she  was  the  victim  of 
a  "calculated,  deliberate  and  fraudulent  scheme  and 
that  the  true  facts  concerning  the  transactions  in  and 
the  condition  of  her  accoimt  were  misrepresented  to 
and  concealed  from  her"  (p.  36),  whereas  defendant 
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knew  all  the  facts.  The  court  did  not  find  such  schemes 
and  only  commented  on  the  ambiguity  of  a  Wilder 
statement  of  her  security  accoimt  made  long  after  it 
ceased  to  be  active.  Active  trading  in  reliance  on  mis- 
representation or  fact  concealed  was  not  found. 
Furthermore,  Mrs.  Hecht  was  well  aware  of  all  the 
facts  with  respect  to  her  losses  and  her  commissions, 
the  latter  being  the  only  factor  relevant  to  a  deter- 
mination of  excessive  trading  (R.  2703-04,  2836).  Nor 
was  the  court  below  prepared  to  find  that  Harris 
Upham  Avas  aware  that  Mrs.  Hecht  wanted  her 
account  handled  differently.  It  foimd  Mrs.  Hecht 
knew  and  acquiesced  in  the  manner  in  which  her 
account  was  handled,  and  pennitted  Harris  Upham 
to  rely  on  her  acquiescence. 

Waiver  (p.  36  of  plff.'s  brief) : 

Plaintiff  cites  Wilko  v.  Swan,  346  U.S.  427  (1953) 
that  waiver  is  not  permissible  under  the  Securities 
Exchange  Act.  Wilko  v.  Swan  was  decided  imder  Sec- 
tion 14  of  the  Securities  Act  which  prohibits  waiver 
of  the  Act^s  protection  in  advance  of  breach. 

Plaintiff  argues  that  waiver  requires  ^'express,  in- 
tentional and  unequivocal  conduct"  evidencing  the 
waiver.  The  court  found  precisely  such  conduct  in  the 
seven  years  that  Mrs.  Hecht  received,  analyzed  and 
discussed  her  purchases  and  sales.  The  court  read 
Royal  Air  Properties,  Inc.  v.  Smith,  333  F.2d  568 
(9  Cir.  1964)  and  foimd  plaintiff  had  done  precisely 
what  this  Court  deems  necessary  to  ''waive"  rights. 

Plaintiff's  brief  insists,  without  record  support,  that 
she  did  not  know  that  she  owned  non-dividend  paying 
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securities.  Mrs.  Hecht  did  not  so  testify.  After  first 
denying  that  she  could  recognize  from  vouchers 
attached  to  her  checks  which  of  her  checks  were  divi- 
dend payments,  she  later  admitted  she  could  (R.  2725, 
2907).  Plaintiff  argues,  and  the  court  below  stated, 
that  Mrs.  Hecht  could  not  tell  from  her  dividend 
check  the  specific  dividends  she  was  receiving.  We 
know  of  no  broker  whose  check  vouchers  even  today 
indicates  that.  But  Mrs.  Hecht  could  and  did  read 
her  monthly  statements  which  recited  the  precise 
amoimt  of  dividend  received  on  each  security,  and  the 
amount  of  her  margin  loans  and  interest  charges  for 
such  margin  loans  (R.  2774^76).  It  does  not  help  to 
say  that  Mrs.  Hecht  had  only  one  monthly  statement 
at  a  time  and  did  not  realize  the  situation  overall. 
She  admitted  she  knew  her  losses  overall  and  was 
aware  of  her  losses  as  they  occurred  without  the  bene- 
fit of  her  purchase  slips  (R.  2703-04).  Her  annual 
dividends  are  recited  in  her  income  tax  return  which 
she  kept.  She  also  had  her  deposit  slips  and  check 
books  which  she  maintained  (R.  2796-97).  Surely  they 
gave  an  ''overall  picture"  of  her  dividends.  Her 
doctor  testified  her  charitable  donations  were  related 
by  her  to  dividends  and  market  (R.  363). 

Mrs.  Hecht's  failure  to  keep  her  monthly  statements 
was  due  to  her  hiring  Wilder  to  keep  them  for  her. 
It  was  her  bookkeeper  and  not  Harris  Upham's 
registered  representative  who  deprived  her  of  infor- 
mation. There  is  nothing  in  the  record  to  suggest  that 
if  Mrs.  Hecht  had  asked  for  her  monthly  statements 
she  could  not  have  obtained  them,  that  she  could  not 
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have  withheld  them  from  Wilder  in  the  first  place, 
or  that  she  did  not  know  precisely  what  her  dividend 
income  was. 

Plaintiff's  argument  is  that  the  finding  of  waiver 
by  the  court  below  was  clearly  erroneous.  Surely  the 
court's  finding  of  fact  is  sufficiently  supported  by  evi- 
dence to  make  the  claim  without  merit. 

Waiver  With  Respect  to  Commodities  (p.  41  of  plff.'s  brief) : 

The  court  found  that  Mrs.  Hecht  knew  that  she 
was  actively  speculating  in  commodities  and  that  her 
knowledge  of  commodities  was  virtually  ^'nil".  The 
two  statements  are  not  inconsistent  and  probably 
describe  most  people  who  speculate  in  commodities. 
They  are  aware  of  the  risk  and  the  cost,  but  do  not 
necessarily  know  very  much  about  the  many  factors 
which  affect  demand,  supply  and  price.  Mrs.  Hecht 
testified  that  she  was  repeatedly  advised  of  the  risk 
in  commodities  and  urged  to  stay  out. 

There  are  many  criticisms  in  plaintiff's  brief  of  the 
commodities  monthly  statements  furnished  by  the  de- 
fendants, but  no  claim  that  they  are  different  from 
those  of  any  other  broker  or  the  requirements  of  any 
exchange.  The  brief  assumes  such  infoiToation  was 
imavailable  to  Mrs.  Hecht.  The  assumption  is  not  sup- 
ported by  the  record.  Monthly  statements  only  tell 
the  positions  held,  the  positions  taken  or  closed  out 
during  the!  month  and  the  cash  in  the  account.  Market 
prices  or  the  net  position  in  the  account  would  be 
more  misleading  than  helpful  because  of  the  time 
lapse.  An  accurate  appraisal  of  an  account  requires 
immediate  information  of  market  prices.  These  are 
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obtained  from  a  broker  by  telephone,  or  from  news 
media  such  as  the  Wall  Street  Journal,  and  Mrs. 
Hecht  no  doubt  had  such  precise  information.  Her 
complaint  at  the  trial  was  not  that  she  did  not  know 
her  position,  only  that  she  did  not  know  where  soy- 
beans came  from  and  that  she  did  not  understand 
some  abbreviations  (R.  2452). 

Plaintiff  does  not  criticize  the  closeout  statements 
sent  to  her  as  being  ambi^ous  or  imrevealing.  The 
closeout  statements  (an  example  of  which  is  set  forth 
in  addendmn)  are  clear  and  final  in  every  respect. 
They  state  profit,  loss  and  commissions.  Since  com- 
modity positions  are  not  held  very  long  a  trader  in 
commodities  knows  her  profits,  losses  and  commis- 
sions soon  enough  and  can  decide  whether  or  not  to 
continue.  In  a  context  not  blinded  by  sj^mpathy  for 
an  elderly  lady's  losses,  it  is  perfectly  plain  that  the 
"badlands  of  commodities"  are  well  advertised,  and 
the  Anrtues  and  faults  of  commodity  trading  were  ob- 
vious to  Mrs.  Hecht  before  she  became  a  customer  of 
Harris  Upham  and  brought  with  her  a  substantial 
commodity  account. 

In  any  event,  does  not  the  Statute  of  Limitations 
apply  to  such  losses? 

Mrs.  Hecht 's  Damages  With  Respect  to  "Short  Sales"  and  the 
"Failure  to  Manage  Her  Account  as  an  Investment  Account" 
(p.  43  of  plff.'s  brief): 

The  court  below  foimd  plaintiff  waived  her  claim 
in  these  respects.  We  have  previously  pointed  out 
there  was  no  loss  from  short  sales  or  the  failure  to 
handle  her  account  as  an  investment  account. 
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Plaintiff  quotes  from  Twcrmey  v.  Mitchum,  Jones 
&  Templeton,  Inc.,  262  A.C.A.  759,  799  (1968).  The 
court  there  stated  that  the  question  of  knowledge  and 
acquiescence  in  a  trading  accoimt  was  one  of  fact  for 
the  trial  court.  It  assumed  if  a  plaintiff  had  knowl- 
edge her  accoimt  was;  being  traded  she  would  be  re- 
quired to  disaffirm  or  be  boimd  by  her  failure  to  do  so. 

We  suggest  the  issue  is  an  academic  one  for  whether 
or  not  plaintiff  knew  of  her  right  to  disaffirm  she 
certainly  knew  of  her  right  to  discontinue.  Her  con- 
tinuance is  clear  proof  of  her  intention  to  ratify.  It 
is  her  knowing  satisfaction  with  the  manner  in  which 
her  accoimt  was  handled  which  effectively  constitutes 
a  waiver  on  her  part.  Such  satisfaction  was  a  neces- 
sary inference  because  she  admitted  she  knew  in  1957 
that  her  instructions  were  being  violated  and  her 
account  not  being  handled  as  she  originally  intended. 


II 

PLAINTIFF'S  CLAIMS  AS  TO  THE  MEASURE  OF 
DAMA&E  AND  RIGHT  TO  DAMAGES  (p.  45  of  plff.'s  brief) 

The  Measure  of  Damag-e  to  be  Applied: 

The  court  found  plaintiff  made  money  in  trading 
securities  and  lost  money  in  trading  commodities; 
the  net  difference  is  $11,237  (T.  1014).  Plaintiff 
insists  and  the  court  below  acceded  at  least  in  part 
to  the  idea  that  the  commodities  and  securities  ac- 
counts should  be  treated  as  one.  It  would  follow  from 
plaintiff's  own  logic  that  she  would  be  made  whole 
by  an  award  of  $11,237. 
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Plaintiff's  ar^iment  is  that  her  account  should  be 
judged  by  comparing  actual  management  with  proper 
management,  although  no  proof  was  offered  as  to  the 
resvdts  of  "proper  management  of  a  trading  account." 
She  therefore  asked  the  court  to  assume  that  she  did 
not  accede  to  a  trading  account,  even  if  she  did.  If 
effect  be  given  to  the  court's  finding  that  she  so  ac- 
ceded then  surely  the  plaintiff  is  not  entitled  to  such 
damage.  It  is  impossible  to  measure  damages  by  what 
would  have  happened  if  a  trading  account  were  dif- 
ferently traded.  It  would  in  effect  be  saying:  "If  she 
had  kept  the  securities  which  have  gone  up  and  had 
sold  the  securities  which  went  down  before  they  went 
dowTi.  .  .  ." 

To  give  the  plaintiff  the  difference  between  a 
properly  managed  account  and  her  account  as 
managed,  it  would  be  necessary  to  establish,  first,  that 
the  trading  was  unsuccessful,  and  that  churning  was 
the  cause  of  its  lack  of  success.  In  this  case  the  securi- 
ties account  was  successful.  There  is  no  proof  that  the 
extent  of  its  trading  increased  or  decreased  its  success. 
The  loss  in  the  commodity  account  was  due  to  the 
DeAngelis  scandal  (see  our  principal  brief).  Certainly 
there  was  no  ''churning". 

No  federal  decision  supports  the  view  that  a  court 
should  speculate  on  how  Mrs.  Hecht  would  have  come 
out  if  her  account  had  been  traded  or  managed  dif-  J 
ferently.   They  are  to  the  contrary. 

See  Netvkirk  v.  Hayden,  Stone  &  Co.,  OCH 
Fed.  Sec.  L.  Rep.  1191621  (S.D.  Cal.  1965); 
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Stevens  v.  Ahhott,  Proctor  &  Paine,  C€H  Fed. 
See.  L.  Rep.  1192257   (E.D.  Va.  1968); 
and  cases!  cited  in  our  principal  brief. 

A  student  article  in  the  Harvard  Law  Review  upon 
which  plaintiff  relies  suggests  possible  theories  of 
damage.  It  cites  no  authority  and  assumes  churning 
deals  with  an  accoimt  in  which  the  customer  left  its 
character  and  management  to  her  broker  and  knew 
nothing  about  it.  Presimial>ly,  fraud  is  also  assumed 
when  damages  are  claimed.  It  does  not  purport  to 
relate  to  an  account  where  the  customer  agreed  to  a 
trading  account  and  only  looked  to  her  broker  for 
suggestions. 

Twomey  v.  Mitchum,  Jones  <£•  Templeton,  Inc., 
supra,  on  which  plaintiff  relies,  assumed  the  broker 
was  in  complete  control  of  the  character  of  the  ac- 
coiuit  and  occupied  a  x^osition  of  trust.  It  held  the 
account  management  breached  its  tnist  and  that 
churning  was  but  an  example  of  such  breach.  It  dis- 
tinguished damages  for  churning  alone  from  damages 
for  breach  of  tmst  in  management  generally.  Even 
then  it  awarded  only  the  difference  between  the  origi- 
nal value  and  the  value  at  the  time  of  the  accoimt's 
withdrawal.  It  did  not  project  the  original  account 
into  the  present,  and  fix  present  values. 

It  would  not  be  appropriate  to  consider  how  plain- 
tiff's accomit  would  have  fared  as  an  investment  ac- 
count if  no  securities  had  been  sold.^  Plaintift'^s  secur- 
ities were  being  purchased  and  sold  at  the  time  the 


^Contrary  to  plaintiff's  brief,  the  NASD  does  not  hold  this  view 

(R.  3271-77). 
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account  came  to  Harris  Upham.  The  portfolio  at  that 
given  moment  was  not  a  fixed  portfolio ;  it  was  a  trad- 
ing portfolio  m  constant  transition.  Concern  with  how 
that  particular  portfolio  would  have  fared  seven  years 
later  is  arbitrary  even  if  plaintiff  had  not  knowingly 
withdrawn  moneys  from  the  accoimt  for  various 
purposes,  including  the  trading  of  commodities  (R. 
2405;  Exs.  95,  96). 

The  "Measure  of  Damages  Applicable  to  a  Breach  of  Fiduciary 
Duty"  (p.  51  of  plff.'s  brief) : 

The  Fiduciary 

Our  principal  brief  demonstrated  that  the  "fiduci- 
ary duty"  of  a  broker  is  fixed  by  the  extent  and  char- 
acter of  his  entrustment.  See  Point  VIII. 

SEC   V.    Chenery   Corp.,   318   U.S.    80,    85-86 
(1943). 

The  cases  cited  by  plaintiff'  are  in  agreement. 
Cox  V.  Sclmerr,  172  Cal.  371   (1916)  ; 
Gerhardt  v.  Weiss,  247  Cal.App.2d  114,  55  Cal. 

Rptr.  425  (1966)  ; 
Odorizzi  v.  Bloom  field  School  Dist.,  246  Cal. 
App.2d  123,  129,  54  Cal.  Rptr.  533  (1966). 

One  who  repudiates  his  trust  or  is  no  longer 
trusted  is  no  longer  a  fiduciary. 

Ahrams  v.  Bendat,  165  Cal.App.2d  89,  95,  331 
P.2d  657,  660  (1958)  and  cases  there  cited. 

A  broker  is  obliged  to  execute  orders  honestly  and 
favor  his  customer  over  himself  in  such  execution. 
He  is  not  permitted  to  engage  in  secret  activity  in 
conflict  with  the  interest  of  his  customer.  He  is  not 
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automatically  a  trustee  charged  with  the  proper  man- 
agement of  an  accomit. 

Neither  California  law  nor  any  other  law  requires 
a  broker,  not  an  investment  adviser,  because  he  is 
a  ''fiduciary",  to  invest  his  client's  money  in  any 
stated  way  except  when  he  undertakes  that  obliga- 
tion. The  extent  of  Wilder's  obligation  related  to  his 
recommendation  of  the  purchase  of  particular  secu- 
rities. In  no  other  phase  of  his  relationship  wdth 
plaintiff  did  the  court  find  control  or  confidence. 
There  is  no  finding  and  nothing  in  the  record  to  sug- 
gest that  these  i*econunendations  were  not  in  order. 

The  Damages 

Damages  arising  from  a  breach  of  fiduciary  duty 
are  those  which  are  proximately  caused  by  the  duty 
breached.  Cf.  California  Civil  Code,  §3333.  A  fiduciary 
relationship  and  actual  trust  may  prevent  a  person 
defrauded  from  discovering  the  fraud  sooner  or  ex- 
cuse his  need  to  investigate  in  certain  circumstances 
and  thereby  result  in  additional  damage  as  it  did  in 
Walsh  V.  Hooker  cf;  Faij,  212  Cal.  App.  2d  450,  461, 
28  Cal.  Rx^tr.  16  (1963),  but  the  requirement  of  proxi- 
mate cause  remains  the  same.  A  fiduciary  is  required 
to  return  secret  profits,  or  moneys  made  in  violation 
of  his  trust  or  without  its  contemplation,  but  he  is 
not  required  to  return  moneys  made  with  the  consent 
and  knowledge  of  his  principal.  In  Estate  of  Talbot, 
141  Cal.  App.  2d  309,  296  P.2d  848  (1956)  cited  by 
plaintiff,  the  court  stated  a  trustee  is  required  to  pay 
the    income    from    property    diverted    during    the 
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period  of  diversion,  but  only  if  he  had  no  right  to 
sell  and  made  sales  without  his  beneficiary's  knowl- 
edge. The  principle  for  which  plaintiff  argues  does 
not  apply  to  a  trading  accoimt  in  commodities  or 
securities  to  which  plaintiff  acceded  with  full  knowl- 
edge that  trading  in  commodities  costs  money,  that 
losses  may  result,  and  that  money  used  in  trading 
commodities  or  lost  in  such  trading  cannot  also  earn 
income. 


ni 

PLAINTIFF'S  "UNCOMPENSATED"  DAMAGES 
(p.  52  of  plff.'s  brief) 

Plaintiff'  contends  she  is  entitled  to  be  compen- 
sated for  taxes  paid.  She  relies  on  Stevens  v.  Abbott, 
Proctor  &  Paine,  supra.  Unlike  Mrs.  Stevens,  Mrs. 
Hecht  knew  she  was  actively  trading  securities  for 
gain  as  she  had  in  the  thirties  and  immediately  be- 
fore she  came  to  Harris  Upham.  Mrs.  Hecht  was  well 
aware  of  the  fact  that  capital  gains  taxes  are  a  neces- 
sary concomitant  of  making  profit.  She  reviewed  her 
tax  returns.  She  is  not  entitled  to  charge  these  pay- 
ments to  Harris  Upham.  Neither  is  she  entitled  to 
claim  transfer  taxes. 

Plaintiff  claims  a  loss  of  growth  in  the  value  of 
her  account  due  to  the  churning  of  her  account.  There 
is  no  evidence  of  that.  The  Stevens  case  regarded 
such  claims  as  speculative,  and  nothing  in  the  record 
changes  that  conclusion. 
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IV 

DAMAGES  UNDER  CALIFORNIA  LAW 
AND  FOR  "BREACH  OF  TRUST" 

Pendant  Jurisdiction: 

It  would  seem  miiiecessary  to  deal  with  plaintiff's 

contentions,  regarding  "x^endant  jurisdiction",  for  as 

we  have  demonstrated  in  Point  II  of  our  principal 

brief  California  law  does  not  help  plaintiff;  it  does 

not  create  fiduciary  relationships  where  none  exist. 

We  nevertheless  discuss  it  briefly. 

Plaintiff  would  append  to  an  action  for  excessive 
trading  an  action  for  "breach  of  ti-ust."  As  this  court 
has  stated,  such  an  assumption  of  pendant  jurisdic- 
tion "would  be  making  the  tail  wag  the  dog." 

Moynahnn  v.  Pari-Mtifuel  Employees  Guild, 
317  F.2d  209,  212  (9  Cir.  1963),  cert,  denied, 
375  U.S.  911. 

A  "breach  of  trust"  may  subsume  excessive  trad- 
ing; but  excessive  trading  does  not  encompass  all 
"breaches  of  trust."  See  cases  cited  in  Point  II-A 
of  our  principal  brief.  Federal  jurisdiction  so  broadly 
assumed  w^ould  effectively  deprive  state  courts  of 
much  of  their  traditional  jurisdiction  in  the  supervi- 
sion of  trusts  w^hich  own  securities.  If  plaintiff  in- 
tended trust  relief,  as  her  complaint  stated,  the  state 
courts  were  available  to  her.  She  should  have  brought 
her  action  there  and  should  not  have  opposed  our 
motion  to  dismiss  for  lack  of  jurisdiction. 

Gtdlii  V.  First  Nat'l  Bank,  299  U.S.  109,  115 
(1936). 
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Plaintiff  is  attemj^ting  to  broaden  the  Securities 
Exchange  Act  to  all  maimer  of  broker-customer  rela- 
tionships. The  law  is  to  the  contrary.  See  Point  I-D 
of  our  principal  brief. 


V 

DAMAGES  AND  THE  "SUITABILITY"  OF 
PLAINTIFF'S  ACCOUNT  (p.  59,  plff.'s  brief) 

There  was  no  evidence  or  finding  of  "imsuitabil- 
ity".  No  damage  resulting  from  unsuitability  was 
proved;  nor  is  there  any  evidence  that  a.  more  suit- 
able handling  of  the  account  would  have  been  more 
profitable.  The  court  below^  also  found  that  any  claim 
under  the  suitability  rule  of  the  National  Associa- 
tion of  Securities  Dealers  was  barred  to  plaintiff  by 
her  estoppel,  waiver  and  laches,  because  she  knew  her 
account  was  unsuitable  to  her  "needs  and  circum- 
stances". 

"Suitability"  of  particular  purchases  is  provided 
for  in  Rule  2  of  the  National  Association  of  Securi- 
ties Dealers  rules.  Section  27  of  the  Securities  Ex- 
change Act  provides  for  relief  for  violation  of  the 
Act,  not  for  violation  of  National  Association  of  Se- 
curities Dealers  rules.  If  the  rules  are  to  be  incorpo- 
rated they  would  derive  their  authority  from  Section 
15  of  the  Act  which  contemplates  a  national  associa- 
tion concerned  with  over-the-counter  securities.  Rule  2 
of  the  Association  is  limited  to  over-the-counter  secu- 
rities (R.  3294).  The  court  did  not  find  Mrs.  Hecht's  I 
over-the-counter  purchases  w^ere  "unsuitable". 
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Plaintiff's  brief  makes  much  of  the  importance  of 
a  private  right  of  action  under  Rule  10  b-5,  but  ''suit- 
ability" has  not  been  incorporated  by  the  Securities 
and  Exchange  Commission  into  10  b-5.  See  our  prin- 
cipal brief,  Point  I-D  and  E.  As  the  court  below  rec- 
ognized, National  Association  of  Securities  Dealers 
rules  which  do  not  prohibit  fraudulent  conduct  are 
not  enforceable  in  federal  courts. 

Colonial  Realty  Co.  v.  Bache  d  Co.,  358  F.2d 
178   (2  Cir.  1966). 

Plaintiff  seeks  to  distinguish  the  Bache  dc  Co.  case 
because  it  did  not  bar  all  Rules  of  the  National  Asso- 
ciation of  Securities  Dealers  from  federal  enforce- 
ment. She  ignores  the  fact  that  the  court  considered 
only  fraud  as  federally  enforceable. 

Plaintiff  cites  Merrill  Lynch,  Pierce,  Fenner  & 
Smith,  Inc.  v.  Bocock,  247  F.  Supp.  373  (S.D.  Tex. 
1965)  where  the  court  taxed  a  broker  for  the  manner 
in  which  a  trust  account  was  handled  by  a  tiiistee. 
In  that  case  Merrill  Lynch  was  on  notice  of  the  lim- 
itations of  the  trust  account,  and  because  of  such 
notice  was  held  liable  for  the  unauthorized  conduct 
of  the  trustee.  The  trustee's  personal  action,  that  his 
account  was  "churned",  was  dismissed. 

Plaintiff  claims  the  "suitability"  nile  is  sufficiently 
definite  to  serve  as  a  basis  for  disciplinary  action 
by  the  Commission  without  "second  guessing"  as  to 
market  judgment.  The  Securities  and  Exchange  Com- 
mission has  expertise  and  does  not  award  damages; 
no  expert  appeared  on  behalf  of  the  plaintiff  to  estab- 
lish the  unsuitability  of  the  account  generally,  or  the 
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damage.  (See  our  fact  analysis,  supra).  The  ^^iin- 
suitability"  of  plaintiff's  account  in  the  month  of 
March  1964  as  an  investment  account — not  as  a  trad- 
ing accoimt — proves  nothing,  except  with  respect  to 
the  accoiuit  in  March  1964. 

All  of  the  foregoing  is,  however,  academic  because 
if  a  violation  of  a  National  Association  of  Securities 
Dealers  rule  constituted  a  "fraud"  imder  Section 
15(c)(1)  of  the  Securities  Exchange  Act  which  deals 
with  over-the-counter  transactions,  then  surely  Sec- 
tion 29(b)  W'Ould  apply  to  bar  plaintiff's  action.  Her 
action,  as  we  have  previously  pointed  out,  was 
brought  more  than  one  year  after,  by  her  own  admis- 
sion (complaint,  par.  17)  she  knew^  all  the  facts. 

GoJdenherg  v.  Bache  d  Co.,  270  F.2d  675  (5  Cir. 
1959). 

Parenthetically,  since  the  court  below  did  not  find 
fraud  as  that  is  commonly  understood,  or  nondis- 
closure of  "imsuitability",  did  not  the  Statute  of 
Limitations  with  respect  to  defendant's  claimed  '^  im- 
proprieties" begin  to  nm  from  the  day  they  occurred  ? 


VI 

PUNITIVE  DAMAGES  (p.  67  of  plff.'s  brief) 

The  following  cases  have  rejected  pimitive  dam- 
ages, in  an  action  under  the  Securities  Exchange  Act : 
Stevens  v.  Ahhoft,  Proctor  d;  Paine,  CCH  Fed. 

Sec.  L.  Rep.  H  92257  (E.D.  Va.  1968) ; 
Globus  V.  Law  Research  Serv.,  Inc.,  CCH  Fed. 
Sec.  L.  Rep.  1192226   (S.D.KY.  1968); 
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Pappas  V.  Moss,  257  F.   Siipp.  345    (D.  N.J. 

1966)  ; 
Meisel  v.  North  Jersey  Trust  Co.,  218  F.  Siipp. 

274  (S.D.N.Y.  1963). 

In  the  Globus  case,  tlie  court  stated  it  could  allow 
penal  damages  under  the  Securities  Act  of  1933  in 
the  case  of  ''wanton  dishonesty,  hi^h  moral  culpa- 
bility and  a  gross  fraud  aimed  at  the  public  gener- 
ally", but  could  not  allow  such  damages  under  the 
Securities  Exchange  Act.  It  cited  the  Meisel  and 
Pappas  cases.  The  Stevens  case  regarded  additional 
payment  to  plaintiff  as  not  sei^sdng  the  public  inter- 
est. In  the  instant  case  there  is  no  proof  or  finding 
of  wanton  dishonesty,  high  moral  culpability  or  a 
gross  fraud  aimed  at  the  public  generally  by  Harris 
Upham,  only  a  finding  of  failure  adequately  to  sujDer- 
vise. 

Section  17(a)  of  the  Securities  Act  is  not  applica- 
ble here.  It  does  not  apply  to  a  broker  acting  as  his 
customer's  agent  (R.  623-29,  709)  ;  it  applies  to  a 
''dealer"  who  sells  to  his  customers  from  his  own 
inventory  (see  our  addendum). 

The  state  law  rule  with  respect  to  pmiitive  dam- 
ages requires  oppression  or  malice  on  the  part  of 
the  principal.  Malice  on  the  part  of  an  agent  is  not 
sufficient  unless  specifically  authorized  by  the  prin- 
cipal. 

Security-First  Nat'l  Bank  v.   Lutz,  297   F.2d 
159,  164-65  (9  Cir.  1961)  ; 
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Wolfsen  V.  Hathaway,  32  Cal.2d  632,  647-48, 

198  P.2d  1,  11  (1948)  ; 
Gomhos  V.  Ashe,  158  CaLApp.2d  517,  526-27, 

322  R2d  933,  939  (1958). 

There  is  no  proof  in  this  case  of  malice  on  the  part 
of  anyone. 

Plaintiff's  Motion  With  Respect  to  Punitive  Damages: 

Plaintiff  maintains  she  should  have  had  an  oppor- 
timity  to  offer  additional  evidence  with  respect  to 
Harris  Upham's  supervision.  She  fails  to  recognize 
that  supervision  is  a  basis  for  vicarious  liability,  not 
for  direct  liability  under  Section  10(b).  Since  lack 
of  supervision  is  not  an  offense,  it  cannot  be  the 
basis  for  pmiitive  damages. 

For  additional  reasons  why  plaintiff's  motion 
should  be  denied,  we  respectfully  call  the  Court's 
attention  to  the  Memorandum  of  Decision  of  the 
Court  below  denying  plaintiff's  motion  for  leave  to 
reopen  the  case  (Appendix  B,  pp.  34  et  seq.  of  plain- 
tiff's brief). 
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CONCLUSION 

Plaintiff's  appeal  should  be  dismissed  and  costs  and 
disbursements  awarded  defendants. 

Dated,  San  Francisco,  California, 
December  30,  1968. 

Respectfully  submitted, 
Emanuel  Becker, 
Thomas  A.  H.  Hartwell, 
CooLEY,  Crowley,  Gaither,  Godward, 
Castro  &  Huddleson, 

Attorneys  for  Defendants 
Harris,  Upham  S  Co.,  et  ano. 


(Addendum  Follows) 
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COMMODITY  STATEMENT 

BilUiead  of 

HOOKER  &  FAY 

221  Montgonieiy  Street 

San  Francisco  4 

5ment  of  Purchase  and  Sale  of 

May  Soybean  Oil — Cligo. 
the  Accoiuit  and  Risk  of  Mrs.  Bertha  Hecht 


3       Quantity 


Date  5/3/57 


57     1  CAK 
56     2  CAK 

s  2466.00 


Bought 

Sold 

'         Price 

Amount 

Date 

Quantity         Price 

Amount 

1308 

7,848.00 

1338 

16,056.00 

5/3/57 

3  CAK        1191 
Total 

21,438.00 

Total 

23,904.00 

21,438.00 

Commission 

90.00 

Gain 

Tax 

To  Your  Debit    2556.00  To  Your  Credit 

Errors  and  Omissions  Excepted 
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SECURITIES  EXCHANGE  ACT  PROVISIONS 
Regulation  of  the  Use  of  Manipulative  and  Deceptive  Devices 

Section  10.  It  shall  be  unlawful  for  any  person, 
directly  or  indirectly,  by  the  use  of  any  means  or 
instrumentality  of  interstate  commerce  or  of  the 
mails,  or  of  any  facility  of  any  national  securities 
exchange — 

(b)  To  use  or  employ,  in  connection  with  the  pur- 
chase or  sale  of  any  security  registered  on  a  national 
securities  exchange  or  any  security  not  so  registered, 
any  manipulative  or  deceptive  device  or  contrivance 
in  contravention  of  such  rules  and  regulations  as  the 
Commission  may  prescribe  as  necessary  or  appro- 
priate in  the  public  interest  or  for  the  protection  of 
investors. 

Section  15(c)(1)  No  broker  or  dealer  shall  make 
use  of  the  mails  or  of  any  means  or  instrumentality 
of  interstate  commerce  to  effect  any  transaction  in, 
or  to  induce  the  purchase  or  sale  of,  any  security 
(other  than  commercial  paper,  bankers'  acceptances, 
or  commercial  bills)  otherwise  than  on  a  national  se- 
curities exchange,  by  means  of  any  manipulative,  de- 
ceptive, or  other  fraudulent  device  or  contriA^ance. 
The  Commission  shall,  for  the  purposes  of  this  sub- 
section, by  niles  and  regulations  define  such  devices 
or  contrivances  as  are  manipulative,  deceptive,  or 
otherwise  fraudulent. 

Liabilities  of  Controlling  Persons 

Section  20.  (a)  Every  person  who,  directly  or 
indirectly,  controls  any  person  liable  under  any  pro- 
vision of  this  title  or  of  any  rule  or  regulation  there- 
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under  shall  also  be  liable  jointly  and  severally  with 
and  to  the  same  extent  as  such  controlled  person  to 
any  person  to  whom  such  controlled  person  is  liable, 
unless  the  controlling:  person  acted  in  good  faith  and 
did  not  directly  or  indirectly  induce  the  act  or  acts 
constituting  the  violation  or  cause  of  action. 

Jurisdiction  of  Offenses  and  Suits 

Section  27.  The  district  courts  of  the  United 
States,  the  United  States  District  Court  for  the  Dis- 
trict of  Columbia,  and  the  United  States  courts  of 
any  Territory  or  other  place  subject  to  the  jurisdic- 
tion of  the  United  States  shall  have  exclusive  juris- 
diction of  violations  of  this  title  or  the  rules  and 
regulations  thereimder,  and  of  all  suits  in  equity  and 
actions  at  law  brought  to  enforce  any  liability  or  duty 
created  by  this  title  or  the  rules  and  regulations 
thereimder.  Any  criminal  proceeding  may  be  brought 
in  the  district  wherein  any  act  or  transaction  consti- 
tuting the  violation  occurred.  Any  suit  or  action  to 
enforce  any  liability  or  duty  created  by  this  title  or 
rules  and  regulations  thereunder,  or  enjoin  any  vio- 
lation of  such  title  or  mles  and  regulations,  may  be 
brought  in  any  such  district  or  in  the  district  wherein 
the  defendant  is  foimd  or  is  an  inhabitant  or  trans- 
acts business,  and  process  in  such  cases  may  be  served 
in  any  other  district  of  which  the  defendant  is  an  in- 
habitant or  wherever  the  defendant  may  be  found. 
Judgments  and  decrees  so  rendered  shall  be  subject 
to  review  as  pro\dded  in  sections  128  and  240  of  the 
Judicial  Code,  as  amended  (U.S.C,  title  28,  sees.  225 
and  347).  No  costs  shall  be  assessed  for  or  against  the 
Commission  in  any  proceeding  under  this  title  brought 
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by  or  against  it  in  the  Supreme  Court  or  such  other 
courts. 

Effect  on  Existing  Law 

Section  28.  (a)  The  rights  and  remedies  provided 
by  this  title  shall  be  in  addition  to  any  and  all  other 
rights  and  remedies  that  may  exist  at  law  or  in 
equity ;  but  no  person  permitted  to  maintain  a  suit  for 
damages  imder  the  provisions  of  this  title  shall  re- 
cover, through  satisfaction  of  judgment  in  one  or 
more  actions,  a  total  amount  in  excess  of  his  actual 
damages  on  accoamt  of  the  act  complained  of.  Nothing 
in  this  title  shall  affect  the  jurisdiction  of  the  securi- 
ties commission  (or  any  agency  or  officer  performing 
like  functions)  of  any  State  over  any  security  or  any 
person  insofar  as  it  does  not  conflict  with  the  provi- 
sions of  this  title  or  the  rules  and  regulations  there- 
under. 

Validity  of  Contracts 

Section  29.  (a)  Any  condition,  stipulation,  or  pro- 
vision binding  any  person  to  waive  compliance  with 
any  provision  of  this  title  or  of  any  rule  or  regulation 
thereunder,  or  of  any  rule  of  an  exchange  required 
thereby  shall  be  void. 

(b)  Every  contract  made  in  violation  of  any  pro- 
vision of  this  title  or  of  any  rule  or  regulation  there- 
under, and  every  contract  (including  any  contract  for 
listing  a  security  on  an  exchange)  heretofore  or  here- 
after made  the  performance  of  which  involves  the 
violation  of,  or  the  continuance  of  any  relationship 
or  X)ractice  in  violation  of,  any  provision  of  this  title 


or  any  rule  or  regulation  thereunder,  shall  be  void 
(1)  as  regards  the  rights  of  any  person  who,  in 
violation  of  any  such  provision,  rule,  or  regulation, 
shall  have  made  or  engaged  in  the  performance  of 
any  such  contract,  and  (2)  as  regards  the  rights  of 
any  person  who,  not  being  a  party  to  such  contract, 
shall  have  acquired  any  right  thereunder  with  actual 
knowledge  of  the  facts  by  reason  of  which  the  making 
or  performance  of  such  contract  was  in  violation  of 
any   such   provision,   rule,   or  regulation:   Provided, 

(A)  That  no  contract  shall  be  void  by  reason  of  this 
subsection  because  of  any  violation  of  any  rule  or 
regulation  prescribed  pursuant  to  paragraph  (2)  or 
(3)  of  subsection  (c)  of  section  15  of  this  title,  and 

(B)  that  no  contract  shall  be  deemed  to  be  void  by 
reason  of  this  subsection  in  any  action  maintained  in 
reliance  upon  this  subsection,  by  any  person  to  or  for 
whom  any  broker  or  dealer  sells,  or  from  or  for  whom 
any  broker  or  dealer  purchases,  a  security  in  violation 
of  any  rule  or  regulation  prescribed  pursuant  to  para- 
graph (1)  of  subsection  (c)  of  section  15  of  this  title, 
imless  such  action  is  brought  within  one  year  after 
the  discovery  that  such  sale  or  purchase  involves  such 
violation  and  within  three  vears  after  such  violation. 
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RULES  OF  THE  SECURITIES  AND  EXCHANGE  COMMISSION 
PURSUANT  TO  THE  SECURITIES  EXCHANGE  ACT. 

Rule  lOb-3.  Employment  of  Manipulative  and  Deceptive  Devices 
It  shall  be  unlawful  for  any  broker  or  dealer,  di- 
rectly or  indirectly,  by  the  use  of  any  means  or  instru- 
mentality of  interstate  commerce,  or  of  the  mails,  or 
of  any  facility  of  any  national  securities  exchange,  to 
use  or  employ,  in  connection  with  the  purchase  or 
sale  of  any  security  otherwise  than  on  a  national  se- 
curities exchang-e,  any  act,  practice,  or  course  of  busi- 
ness defined  by  the  Commission  to  be  included  within 
the  term  ''manipulative,  deceptive,  or  other  fraudu- 
lent device  or  contrivance,"  as  such  term  is  used  in 
section  15(c)  (1)  of  the  Act. 

Rule  lOb-5.  Employment  of  Manipulative  and  Deceptive  Devices 
It  shall  be  unlawful  for  any  person,  directly  or 
indirectly,  by  the  use  of  any  means  or  instrumentality 
of  interstate  commerce,  or  of  the  mails,  or  of  any 
facility  of  any  national  securities  exchange, 

(1)  to  employ  any  device,  scheme,  or  artifice 
to  defraud, 

(2)  to  make  any  imtrue  statement  of  a  ma- 
terial fact  or  to  omit  to  state  a  material  fact 
necessary  in  order  to  make  the  statements  made, 
in  the  light  of  tlie  eircmnstances  under  which 
they  were  made  not  misleading,  or 

(3)  to  engage  in  any  act,  practice,  or  course 
of  business  which  operates  or  would  operate  as  a 
fraud  or  deceit  upon  any  person, 

in    connection    with    the    purchase    or    sale    of    any 
security. 
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Rule  15c  1-7.    Discretionary  Accounts 

(a)  The  term  "manipulative,  deceptive  or  other 
fraudulent  device  or  contrivance,"  as  used  in  section 
15(c)(1)  of  the  Act,  is  hereby  defined  to  include  any 
act  of  any  broker  or  dealer  designed  to  effect  with 
or  for  any  customer's  accoimt  in  respect  to  which  such 
broker  or  dealer  or  his  agent  or  employee  is  vested 
with  any  discretionary  jjower  any  transactions  of 
purchase  or  sale  which  are  excessive  in  size  or  fre- 
quency in  view  of  the  financial  resources  and  charac- 
ter of  such  account. 

(b)  The  term  ''manipulative,  deceptive,  or  other 
fraudulent  device  or  contrivance,"  as  used  in  section 
15(c)(1)  of  the  Act,  is  hereby  defined  to  include  any 
act  of  any  broker  or  dealer  designed  to  effect  with 
or  for  any  customer's  account  in  respect  to  which  such 
broker  or  dealer  or  his  agent  or  employee  is  vested 
with  any  discretionary  power  any  transaction  of  pur- 
chase or  sale  imless  immediately  after  effecting  such 
transaction  such  broker  or  dealer  makes  a  record  of 
such  transaction  which  record  includes  the  name  of 
such  customer,  the  name,  amoimt,  and  price  of  the 
security,  and  the  date  and  time  when  such  transaction 
took  place. 
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SECURITIES  ACT  OF  1933 
Sec.  2.     When  used  in  this  title,  unless  the  context 
otherwise  requires — 

(3)  The  term  '^sale"  or  ''sell"  shall  include  every 
contract  of  sale  or  disposition  of  a  secunty  or  inter- 
est in  a  security,  for  value.  The  term  "offer  to  sell", 
"offer  for  sale",  or  "oifer"  shall  include  every  at- 
tempt or  offer  to  dispose  of,  or  solicitation  of  an  offer 
to  buy,  a  security  or  interest  in  a  security,  for  value. 

Sec.  17.  (a)  It  shall  be  unlawful  for  any  person 
in  the  offer  or  sale  of  any  securities  by  the  use  of  any 
means  or  instruments  of  transportation  or  communi- 
cation in  interstate  commerce  or  by  the  use  of  the 
mails,  directly  or  indirectly — 

(1)  to  employ  any  device,  scheme,  or  aiiifice  to 
defraud,  or 

(2)  to  obtain  money  or  property  by  means  of  any 
untrue  statement  of  a  material  fact  or  any  omission 
to  state  a  material  fact  necessary  in  order  to  make 
the  statements  made,  in  the  light  of  the  circumstances 
under  which  they  were  made,  not  misleading,  or 

(3)  to  engage  in  any  transaction,  practice,  or  course 
of  business  which  operates  or  would  operate  as  a 
fraud  or  deceit  upon  the  purchaser. 
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Nos.  22971  and  23017 
In  the 

United  States  Court  of  Appeals 

For  the  Ninth  Circuit 


Bertha  Hecht, 

Plaintiff -Appellee- Appellant , 
vs. 

Harris,  Upham  &  Co.,  a  partnership, 
Harris,  Upham  &  Co.,  Inc.,  a  corporation, 

Defendants- Appellants-Appellees. 


Opening  Brief  of  Bertha  Hecht 


PRELIMINARY  STATEMENT 

Cross  appeals  pursuant  to  28  U.S.C.  Sections  1291  and  1294(1) 
have  been  filed  by  Harris,  Upham  &  Co.  and  Harris,  Upham  & 
Co.,  Inc.  (No.  22971)  and  by  Mrs.  Bertha  Hecht  (No.  23017) 
from  the  judgment  of  the  District  Court  for  the  Northern  District 
of  California  entered  on  March  29,  1968  in  favor  of  Bertha  Hecht 
in  the  amount  of  $504,391-02.  This  Court  ordered  these  appeals 
consolidated  on  October  9,  1968. 

The  District  Court's  Opinion  (Sweigert,  J.)  is  reported  at  283 
F.Supp.  417.^ 


1.  Mrs.  Hecht  will  be  referred  to  herein  by  name  or  as  plaintiff. 
"C.T."  page  references  herein  are  to  pages  in  the  Clerk's  Transcript  on 
file  herein  in  five  volumes.  "R.T."  page  references  herein  are  to  pages 
in  the  Reporter's  Trial  Transcript  on  file  herein  in  twenty-nine  volumes. 
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Plaintiff's  appeal  presents  for  review  the  question  of  whether 
the  defenses  of  estoppel,  waiver  and  laches  can  properly  be 
applied  to  bar  her  from  recovering  damages  resulting  from 
defendants'  failure  to  properly  manage  her  account  as  an  invest- 
ment account. 

This  appeal  raises  other  issues  related  to  the  trial  court's  denial 
of  damages  based  upon  the  proper  investment  management  of 
plaintiff's  account  and  issues  involving  the  trial  court's  denial  of 
punitive  damages. 

Finally,  whether  there  is  an  implied  right  of  private  action 
for  a  violation  of  the  suitability  rule  of  the  National  Association 
of  Securities  Dealers,  Inc.,  as  plaintiff  contends,  is  raised  for  the 
first  time  in  a  Circuit  Court  of  Appeals. 

STATEMENT  OF  THE  CASE 
Nature  of  the  Case 

Plaintiff  Bertha  Hecht,  a  widow  now  77  years  of  age  and  a 
resident  of  San  Mateo,  California,  instituted  this  action  on  Sep- 
tember 20,  1965  as  a  former  customer  against  Harris,  Upham  & 
Co.  and  Harris,  Upham  &  Co.,  Inc.^  (hereafter  referred  to  as 
Harris,  Upham  &  Co.),  a  broker-dealer  in  securities  and  com- 
modities, Asa  V.  Wilder,  its  Registered  Representative  and  Com- 
modities Manager  of  its  Northern  California  offices,  Arthur  R. 
Mejia,  its  San  Francisco  Resident  Partner  and  Branch  Manager, 
and  against  the  principal  executive  and  supervisory  partners  of 
Harris,  Upham  &  Co.,  to  recover  $1,109,000  compensatory  plus 
punitive  damages  arising  from  the  defendants'  fraudulent  handling 
of  her  account  and  their  breach  of  fiduciary  duties. 

Plaintiff  claims  that  defendants'  conduct  violated: 

2.  Harris,  Upham  &  Co.  changed  from  a  partnership  to  a  corporation 
on  September  1,  1965  (R.T.  171).  The  defendants  in  the  District  Court 
will  be  referred  to  herein  by  name  or  as  defendants. 
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1.  The  anti-fraud  provisions  of  the  Federal  Securities  Laws;^ 

2.  The  Commodities  Exchange  Act;^ 

3.  The  Rules  of  Fair  Practice  of  the  National  Association  of 
Securities  Dealers,  Inc.  (hereafter  "NASD")  f 

4.  Rules  401,  405  and  408  of  the  Rules  of  the  New  York 
Stock  Exchange;^ 

5.  Rules  146  and  151  and  Regulations  1820  and  1820-A  of 
the  Board  of  Trade  of  the  City  of  Chicago ;  and 

6.  The  common  law  of  California  regarding  breaches  of 
fiduciary  duties  and  obligations  J 

Course  and  Disposition  of  Proceedings  Below 

After  a  27  day  trial  without  a  jury  (all  parties  having  waived  a 
jury)  and  several  days  of  extended  argument,  a  Memorandum  of 
Decision  in  favor  of  plaintiff  was  rendered  and  a  judgment 
entered  thereon  in  the  amount  of  $504,391.02  against  Harris, 
Upham  &  Co.,  Harris,  Upham  &  Co.,  Inc.  and  Mr.  Wilder  (C.T. 
1060-1061). 


3.  Securities  Act  of  1933,  Section  17(a)  (15  U.S.C.A.  §77q(a)). 
Securities  Exchange  Act  of  1934,  Section  10(b)  (15  U.S.CA.  §  78j(b)) 
and  Rule  lOb-5  (17  C.F.R.  §  240.10b-5)  promulgated  thereunder.  See 
Alan  Bromberg,  Securities  Law:  Fraud-SEC  Rule  lOb-3  (McGraw-Hill 
1967);  Note,  Rule  lOb-5 :  Elements  of  a  Private  Right  of  Action,  43 
N.Y.U.L.  Rev.  541  (1968).  Securities  Exchange  Act  of  1934,  Section  29 
(b)  (15  U.S.C.A.  §78cc(b)). 

4.  Sections  4b  and  9  (7  U.S.C.A.  §§  6b,  13).  See  Goodman  v.  H. 
Hentz&Co.,  265  F.Supp.  440  (N.D.  111.  1967). 

5.  Article  III,  Sections  1,  2,  15,  18,  19  and  27  (Plaintiff's  Exhibit 
295);  Lowenfels,  Private  Enforcement  in  the  Over-the-Counter  Securities 
Market:  Implied  Liabilities  Based  on  NASD  Rules,  51  Cornell  L.Q.  633 
(1966). 

6.  Lowenfels,  Implied  Liabilities  Based  Upon  Stock  Exchange  Rules, 
66  Columbia  L.  Rev.  12  (1966) . 

7.  Tivomey  v.  Mitchum,  Jones  &  Templeton,  262  A.C.A.  759  (1968); 
Blackburn  v.  Dean  Witter  &  Co.,  201  Cal.App.2d  518  (1962);  Gaver  v. 
Early,  58  Cal.App.  736,  737  (1923);  Walsh  v.  Hooker  &  Pay,  212  Cal. 
App.2d  450,  454  (1963);  Kinert  v.  Wright,  81  Cal.App.2d  919,  925 
(1947);  Plaintiff's  Trial  Memorandum  of  Law  (C.T.  558-561). 


The  District  Court  held  these  defendants  defrauded  plaintiff 
by  having  "clearly  and  unfairly"  mishandled  her  account  "as  a 
fiduciary"  (283  F.Supp.  at  440),  and  by  having  "grossly  and  un- 
fairly churned  her  account",  that  is,  by  engaging  in  securities  and 
commodities  transactions  which  were  excessive  in  view  of  the 
character  of  plaintiff's  account  and  her  investment  needs  and  ob- 
jectives and  without  justification  other  than  to  profit  themselves.* 
283  F.  Supp.  at  436. 

The  churning  of  plaintiff's  account  was  held  to  violate  Section 
10b  of  the  Securities  Exchange  Act  (15  U.S.C.  §  78j(b)  )  and  Rule 
lOb-5  promulgated  thereunder  by  the  Securities  and  Exchange 
Commission  (17  C.F.R.  §240.10b-5). 

Fraud  was  also  found  in  connection  with  two  specific  security 
transactions  (the  Itek  and  Colonial  transactions)  in  which  Mr. 
Wilder  procured  stock  certificates  from  plaintiff  with  no  payment 
in  one  instance  and  only  partial  payment  in  the  other  and  without 
plaintiff's  informed  understanding  or  knowledge.  283  F.  Supp. 
at  442-443. 

Further,  the  trial  court  held: 

"...  that  defendant  Harris,  Upham  did  not  maintain  a 
reasonably  adequate  system  of  internal  supervision  and  con- 
trol; that  it  did  not  enforce  with  any  reasonable  diligence 


8.  Between  May  1957  and  March  1964,  Harris,  Upham  &  Co.  charged 
plaintiff  $232,000  in  commissions  and  interest  while  effecting  over  10,000 
transactions  involving  200  different  securities  and  16  different  commodity 
futures,  having  a  gross  purchase  and  sale  value  of  $98,000,000.  From  an 
initial  value  of  $533,161,  the  account  declined  to  a  value  of  $251,308  in 
March  1964.  The  District  Court  found  that: 

"It  can  be  calculated  that,  if  the  original  portfolio  transferred  to 
Harris,  Upham  in  May  1957,  had  been  maintained  intact  during  the 
period  1957-1964  (a  period  of  general  rise  in  securities  values)  it 
would  have  had  a  net  value  by  March,  1964,  of  about  $1,026,775 
instead  of  $251,308. 

"It  can  also  be  calculated  that,  if  the  original  portfolio  of  the  securi- 
ties delivered  to  Harris,  Upham  Co.,  in  May,  1957,  had  been  main- 
tained intact  the  account  would  have  yielded  by  March,  1964,  divi- 
dends and  bond  interest  in  the  amount  of  about  $194,135  instead  of 
$124,237."  283  F.Supp.  at  424-425. 
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such  system  as  it  did  maintain  and  that  in  this  respect  de- 
fendant Harris,  Upham  cannot  be  said  to  have  acted  in  good 
faith  within  the  meaning  of  Section  20(a)  of  the  Securities 
Exchange  Act  (15  U.S.C.  §  78t(a))  but  did,  on  the  contrary, 
indirectly  induce,  participate  in,  approve  and  accept  the  bene- 
fits of  what  we  have  found  to  be  the  excessive  trading  of  the 
account  ..."  283  F.  Supp.  at  439. 

"The  Court  finds  and  concludes  from  the  evidence  that,  with 
respect  to  the  Itek  and  Colonial  transactions.  Wilder  was  act- 
ing in  the  course  of  his  employment  for  Harris,  Upham  and 
that  his  conduct  in  such  transactions  must  be  deemed  to  be 
the  conduct  of  Harris,  Upham.  Further,  the  Court  finds  that 
in  these  transactions  Harris,  Upham  failed  to  comply  with 
the  requirement  for  internal  supervision  as  provided  by  Sec- 
tion 20(a)  of  the  Securities  Exchange  Act  (15  U.S.C. 
§  78t(a)  ) ."  283  F.  Supp.  at  443. 

Damages  were  awarded  plaintiff  as  follows  (283  F.  Supp.  at 
440,  444) : 

Actual  damages  due  to  churning: 
Commissions  and  interest  paid  by 

plaintiff $232,000 

Additional  Commodity  Losses 78,000 

Loss  of  Dividend  income 65,000 

$375,000 
Actual  damages  due  to  Itek  and 
Colonial  Transactions: 

Itek 20,600 

Colonial  43,920  64,520 

$439,520 

Interest  at  the  rate  of  seven  per  cent  (7%)  per  annum  was 
awarded  on  the  amount  of  $232,000  (interest  and  commissions 
paid  by  plaintiff)  from  April  1,  1964  to  the  date  of  judgment 
herein  (March  29,  1968),  a  sum  of  $64,871.02  (C.T.  1061). 

A  Notice  of  Appeal  was  filed  by  Harris,  Upham  &  Co.  and 
Harris,  Upham  &  Co.,  Inc.  on  April  8,  1968  (C.T.  1063). 
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Plaintiff  filed  a  Notice  of  Appeal  on  April  25,  1968  (C.T. 
1069). 

Defendant  Wilder  did  not  appeal  from  the  judgment. 

Following  a  hearing  conducted  in  March  1968,  the  NASD 
found  that  defendants  improperly  managed  Mrs.  Hecht's  account 
as  a  whole  and  misused  and  unsuitably  used  her  funds  by  churn- 
ing her  account.  It  further  found  that  Harris,  Upham  &  Co. 
failed  in  its  duty  to  exercise  proper  and  adequate  supervision 
over  its  San  Francisco  branch  manager  (Arthur  R.  Mejia),  its 
San  Francisco  Commodity  Manager  (Asa  V.  Wilder),  and  plain- 
tiff's account;  and  that  Mr.  Mejia  failed  to  exercise  proper  and 
adequate  supervision  over  Mr.  Wilder,  as  was  his  duty.  Hecht  v. 
Harris,  Upham  &  Co.,  et  al  NASD  Decision,  Complaint  No.  A-298 
(August  29,  1968).  Appeals  to  the  NASD  Board  of  Governors 
from  this  Decision  have  been  instituted.  This  decision  is  printed 
herewith  as  Appendix  A  and  incorporated  herein  by  reference. 
It  is  presented  in  this  manner  for  the  convenience  of  this  Court 
and  because  of  its  bearing,  inter  alia,  on  the  District  Court's  ruling 
on  the  issue  of  punitive  damages  and  Mrs.  Hecht's  right  to 
recover  a  full  measure  of  compensatory  damages  for  violation  of 
NASD  rules,  injra  pp.  67-73- 


STATEMENT  OF  THE  FACTS 


A.     The  Parties 
Plaintiff: 


Mrs.  Bertha  Hecht  was  born  in  Liverpool,  England,  on  No- 
vember 20,  1890  (R.T.  2273-2274).  After  completing  her  ele- 
mentary education,  she  studied  as  a  student  nurse  but  withdrew 
after  failing  her  medical  board  examination.  She  then  attended 
a  teachers  college  for  two  years  and  thereafter  taught  elementary 
school  in  England.  (R.T.  2274-2275)  In  1913  she  moved  to  Can- 
ada and  then  to  the  United  States.  About  1923,  after  the  death 
of  her  mother,  she  settled  in  the  San  Francisco  area  (R.T.  2274) 
and  in  1933  became  a  United  States  citizen  (R.T.  2441). 
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She  was  employed  as  a  department  store  saleslady  (R.T.  2281), 
as  a  children's  tutor  (R.T.  2278,  2284)  and  as  a  housekeeper 
(R.T.  2282)  prior  to  1939,  when  she  became  a  member  of  the 
household  of  Mr.  Herbert  Hecht  of  San  Mateo,  California,  to 
care  for  Mr.  Hecht's  home  and  bring  up  his  young  daughter, 
whose  mother  had  recently  died  (R.T.  2284-2285).  In  January 
1953,  Mr.  and  Mrs.  Hecht  were  married  (R.T.  2394).  Mr.  Hecht 
handled  Mrs.  Hecht's  financial  affairs  (R.T.  2447:14-23)  and 
borrowed  money  from  her  savings  to  purchase  their  home  and 
for  use  in  his  business  (R.T.  2424-2425,  2448,  2548-2551). 

Mr.  Hecht  died  suddenly  of  a  heart  attack  in  January  1955, 
when  Mrs.  Hecht  was  64  years  old  (R.T.  2287).  Since  then  Mrs. 
Hecht  has  lived  alone  in  San  Mateo.  Mr.  Hecht  left  a  substantial 
estate  which  was  divided  equally  between  Mrs.  Hecht  and  her 
step-daughter  Nancy  (R.T.  143).  This  inheritance  (consisting 
primarily  of  blue  chip  securities)  and  her  own  securities  and  sav- 
ings have  ever  since  been  Mrs.  Hecht's  sole  means  of  support. 
She  lives  frugally  but  is  a  charitable  woman  (R.T.  315,  1088, 
2440;  Mahoney  Exhibits  1-3;  Defendants'  Exhibits  H  14-17).® 

Mrs.  Hecht  has  a  history  of  frequent  hospitalizations  and  has 
suffered  from  a  series  of  debilitating  physical  and  mental  illnesses 
which  have  seriously  impaired  her  ability  to  function  properly 
and  to  comprehend  her  situation  (R.T.  305:22-25;  Plaintiff's  Ex- 
hibits 213-215;  C.T.  254:3-18,  368:9-12^^).  The  District  Court 
described  her  as  "an  unstable,  erratic  and  commercially  unsophis- 
ticated woman."  283  F.  Supp.  at  433. 

After  Mr.  Hecht's  sudden  death  in  January  1955,  Mrs.  Hecht 
became  distraught,  bewildered  and  dazed  and  was  taken  by  Mr. 
Wilder   into  his  home    (R.T.    1214-1216,   2600-2602).   In  May 


9.  Exhibit  references  herein  are  to  the  exhibits  introduced  during  the 
trial  and  now  before  this  Court. 

10.  Citations  to  C.T.  250  to  254  and  368  refer  to  facts  admitted  by 
defendants  during  pre-trial  and  identified  in  the  pre-trial  Order  (C.T. 
362-385). 
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1955,  Mrs.  Hecht  suffered  an  acute  brain  syndrome  caused  by  a 
cerebral  infarction  (Plaintiff's  Exhibit  187-1;  R.T.  752)  and  was 
hospitalized  suffering  from   delusions  and  hallucinations    (R.T. 
751,  769,  774;  Plaintiff's  Exhibit  213). 

In  October  and  November  1955,  Mrs.  Hecht  became  severely 
depressed,  confused  and  incoherent  and  was  confined  to  a  sani- 
tarium and  received  a  number  of  shock  treatments.  At  that  time 
her  psychiatrist  found  her  judgment  was  poor  and  concluded  that 
she  was  a  "borderline"  incompetent.  (R.T.  752,  785-786,  792-794, 
798,  800,  807,  2293-2294) 

Since  May  1955  Mrs.  Hecht  has  suffered  from  underlying  limi- 
tations due  to  the  resulting  organic  brain  damage  (R.T.  800)  and 
has  schizophrenic  traits  (R.T.  314:14-18).  Both  in  1955  and  in 
recent  years,  brain  wave  tests  of  Mrs.  Hecht  have  revealed  an  ab- 
normality probably  resulting  from  organic  brain  damage  or  arterio- 
sclerosis (R.T.  308-311,  799-800;  Plaintiff's  Exhibit  187-3). 

In  March  1963  Mrs.  Hecht  was  hospitalized  for  knee  surgery 
and  was  observed  to  be  very  nervous  and  apprehensive.  She  re- 
fused to  stay  in  the  hospital  after  the  operation  even  though  ad- 
vised to  do  so  by  her  doctor.  The  following  day  she  was  again 
hospitalized  and  was  diagnosed  as  suffering  from  a  toxic  psychosis 
(a  form  of  dementia)  resulting  in  extreme  disorientation  and  con- 
fusion. (R.T.  370-373,  307,  347-349;  Plaintiff's  Exhibits  214,  215) 

Mrs.  Hecht  has  a  dependent  and  passive  temperam.ent  which 
has  limited  her  ability  to  raise  outward  objections  to  what  are 
really  unpleasant  or  uneasy  situations  for  her  (R.T.  312-315, 
365-366,  2928). 

Mrs.  Hecht  is  described  by  those  who  know  her  best  (her  doctor, 
accountants  and  investment  advisor)  as  "disorganized,"  "forget- 
ful" (R.T.  317,  324:2-9,  810:23-811:2,  3411-3413)  and  "ram- 
bling" (R.T.  1798:15-17),  as  a  person  who  becomes  "easily  con- 
fused" (R.T.  1806:22-25)  and  "finds  it  difficult  to  pursue  a 
course"   (R.T.  364:1-4),  as  one  who  is  not  a  "business  woman" 
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(R.T.  1887:25)  and  who  is  "totally  incapable  of  managing  her 
affairs  from  a  financial  standpoint"   (R.T.  1898:16-18). 

Mrs.  Hecht  does  not  understand  many  of  the  important  terms 
used  in  the  securities  industry  and  was  unable  to  understand  the 
monthly  account  statements  and  purchase  and  sales  confirmations 
sent  to  her  by  Harris,  Upham  &  Co.  relating  to  her  account  (R.T. 
1702:12-17,  2908-2919,  2862,  2488-2490,  2868,  2525,  2852,  2944, 
2967,  3037).  Although  Mr.  Wilder  attempted  to  have  Mrs.  Hecht, 
rather  than  her  accountants,  keep  ledger  sheets  on  her  securities, 
she  was  incapable  of  doing  so  satisfactorily  and  Mr.  Wilder  took 
her  books  away  from  her  and  assumed  the  responsibility  of  keeping 
them  himself  (R.T.  2390-2391,  2707).  Mr.  William  P.  Went- 
worth,  her  financial  advisor  since  April  1964,  testified  that  Mrs. 
Hecht  is  completely  unaware  of  the  true  status  of  her  financial 
affairs  and  that  she  has  no  knowledge  or  understanding  of  the 
merits  of  particular  securities  (R.T.  1899-1900). 

In  short,  during  the  time  period  here  in  question,  Mrs.  Hecht 
was  not  capable  of  exercising  any  continuous  and  intelligent 
judgment  concerning  her  business  affairs  and  was  not  knowledge- 
able regarding  securities  and  commodities  transactions.  That  Mrs. 
Hecht  lacked  such  judgment  and  was  easily  taken  advantage  of 
by  others  is  abundantly  confirmed  not  only  by  the  facts  revealed 
by  this  litigation,  but  also  by  the  fact  that  she  was  induced  in  1957, 
at  the  age  of  67,  to  purchase  some  $26,000  worth  of  dance  lessons 
(R.T.  999-1000;  Plaintiff's  Exhibit  201). 

For  further  details  of  plaintiff's  health,  personality  and  business 
capabilities  with  supporting  citations  to  the  record,  see  Plaintiff's 
Trial  Memorandum  of  Fact  (C.T.  577-585). 

Defendants: 

Harris,  Upham  &  Co.  is  a  registered  broker  and  dealer  in  securi- 
ties and  commodity  futures  with  63  branch  offices  in  54  American 
cities  and  Geneva,  Switzerland.  Founded  in  1895,  it  has  grown 
from  a  Chicago  based  commodities  operation  to  one  of  the  largest 
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wirehouse  or  commission  operations  in  the  United  States  (George 
U.  Harris  Deposition,"  4-7).  It  services  300,000  customers  includ- 
ing some  66,000  active  accounts  and  grosses  over  twenty  million 
dollars  annually  (George  U.  Harris  Deposition,  7-10).  It  has 
over  1,400  employees,  including  over  600  registered  representatives 
(Plaintiff's  Exhibit  5).  Its  stated  gross  assets  are  $135  million 
(Plaintiff's  Exhibit  321). 

Harris,  Upham  &  Co.'s  principal  executive  and  administrative 
office  is  in  New  York  City.  Between  1954  and  1965,  the  senior 
management  of  the  firm  consisted  of  its  two  "Directing  Partners", 
Mr.  George  Upham  Harris,  and  Mr.  Henry  Upham  Harris,  Sr. 
(Smith  Deposition,"  21;  R.T.  180-182). 

The  Commodities  Department  of  Harris,  Upham  &  Co.  has 
been  under  the  direction  of  George  Upham  Harris  since  1957  and 
even  before  (R.T.  180;  C.T.  252:16-18,  368:9). 

Since  September  1,  1965,  the  Chairman  of  the  Board  of  Harris, 
Upham  &  Co.,  Inc.  has  been  George  Upham  Harris;  the  President 
and  Chief  Executive  Office  has  been  Henry  Upham  Harris,  Sr.;  the 
Executive  Vice-President  has  been  Henry  Upham  Harris,  Jr.;  the 
Treasurer  (Comptroller)  has  been  Matthew  Smith;  the  Senior 
Vice-President  in  charge  of  security  regulation  interpretation  has 
been  James  F.  Burns  (Plaintiff's  Exhibit  3B).  These  same  individ- 
uals performed  the  same  functions  for  the  partnership  from  1957 
until  the  date  of  incorporation.  (Surprisingly,  no  officer  was  specif- 
ically placed  in  charge  of  or  made  responsible  for  supervisory 
or  compliance  matters  and  these  matters  were  left  to  local  branch 
offices.) 

Harris,  Upham  &  Co.  has  been  censured  and  fined  $50,000  by 
the  NASD  for  violating  its  Rules  of  Fair  Practice  through  failing 
to  exercise  proper  and  adequate  supervision  of  its  San  Francisco 
branch  office  and  Mr.  Wilder's  handling  of  Mrs.  Hecht's  account. 
See  Appendix  A  attached  hereto. 

11.     Admitted  in  evidence,  R.T.  3636-3640. 
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Mr.  Arthur  R.  Mejia  has  been  in  the  stockbrokerage  business 
since  1923.  He  has  been  the  resident  partner  and  supervisory  officer 
in  charge  of  Harris,  Upham  &  Co.'s  San  Francisco  branch  office 
since  its  opening  in  1951  (CT.  252:12-15;  368:4;  R.T.  171-172, 
464,  491)  and  in  this  capacity  was  responsible  for  supervising  Mr. 
Wilder  and  some  twenty  other  registered  representatives  and  their 
handling  of  approximately  8,000  to  9,000  accounts,  including  900- 
1,200  active  customers'  securities  accounts  and  34-64  active  com- 
modities accounts  (R.T.  404-405;  Plaintiff's  Exhibit  192-2  (35)). 

Mr.  Mejia  is  a  member  of  the  Pacific  Coast  Stock  Exchange  and 
a  former  member  of  the  Chicago  Board  of  Trade,  the  principal 
commodities  exchange  in  the  United  States  (R.T.  173-174;  Plain- 
tiff's Exhibit  192-1  (2e)). 

Mr.  Mejia  was  fined  $5^000  and  had  his  registration  as  a  broker 
suspended  for  five  days  by  the  NASD  because  of  his  failure  to 
exercise  proper  and  adequate  supervision  over  Mr.  Wilder  and 
the  handling  of  Mrs.  Hecht's  account. 

Mr.  Asa  V.  Wilder  has  been  active  in  the  securities  and  com- 
modities field  since  World  War  I  (CT.  250:30-32,  368:4)  and 
was  employed  by  Harris,  Upham  &  Co.  on  May  1,  1957  as  a 
registered  representative  and  as  manager  of  the  Commodities 
Department  for  Northern  California.  He  was  based  in  the  San 
Francisco  office  and  his  duties  included  both  the  "sales  and  pro- 
motion of  commodities"  (R.T.  252,  545,  1014-1016;  Plaintiff's 
Exhibits  133,  134)  and  the  supervision  of  commodity  transactions 
in  the  Northern  California  branch  offices  (R.T.  442-443;  Plaintiff's 
Exliibit  192-1  (Ih)). 

Mr.  Wilder  previously  had  been  a  partner  in  a  stock  brokerage 
firm  in  San  Francisco  and  for  twenty-five  years  prior  thereto  was 
employed  as  a  "commodity  specialist"  at  Merrill  Lynch,  Pierce, 
Fenner  and  Beane,  and  predecessor  firms  (R.  T.  1015).  At  the 
time  of  his  employment  by  Harris,  Upham  &  Co.  he  was  a  member 
of  the  Chicago  Board  of  Trade  (R.T.  2235-2236;  CT.  251:11-14, 
368:4). 
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After  the  conclusion  of  the  trial  Mr.  Wilder  left  the  employ  of 
Harris,  Upham  &  Co.  (R.T.  4748,  statement  of  defendants'  coun- 
sel) and  has  since  defaulted  in  appearing  at  the  disciplinary  hear- 
ing conducted  by  the  NASD  in  March  I968,  and  at  the  disciplinary 
hearing  conducted  by  the  Commodity  Exchange  Authority  of  the 
Department  of  Agriculture  on  September  17,  1968. 

Mr.  Wilder's  registration  as  a  broker  was  revoked  by  the  NASD 
because  of  his  improper  actions  involving  Mrs.  Hecht's  account. 

For  further  details  on  Mr.  Wilder,  see  Plaintiff's  Trial  Memo- 
randum of  Fact  (C.T.  588-589) . 

B.     The  Relationship  Between  Mr.  Wikler  and  Mrs.  Hecht 

Mr.  Wilder  became  plaintiff's  "financial  advisor"  immediately 
following  the  death  of  her  husband.  He  had  complete  charge  and 
control  of  her  investment  affairs  from  1955  until  March  1964  and, 
therefore,  occupied  a  position  of  trust  and  confidence  calling  for 
the  exercise  of  the  utmost  good  faith  in  all  his  dealings  with  plain- 
tiff. 

Mr.  Wilder  lived  near  Mrs.  Hecht  and  took  her  into  his  home 
immediately  following  her  husband's  funeral  in  January  1955, 
when  she  was  dazed  and  distraught  (R.T.  1215,  2289-2290,  2600- 
2602).  He  arranged  for  an  attorney  to  handle  her  interest  in  her 
late  husband's  estate  (R.T.  2292,  2388).  This  attorney  obtained 
Mr.  Wilder's  advice  during  the  probate  proceedings  regarding  the 
sale  of  securities  for  tax  purposes  and  directed  sales  through  him 
(R.T.  1257-1260,  1262-1265;  Plaintiff's  Exhibits  87,  89). 

At  this  time  Mr.  Wilder  assured  Mrs.  Hecht  that  he  would  look 
after  and  care  for  her,  represented  that  there  was  plenty  of  money 
for  her,  and  told  her  that  she  need  not  worry  about  her  financial 
affairs  (R.T.  2388-2389,  2620). 

When  Mr.  Wilder  took  over  the  direction  of  p'aintiff's  financial 
affairs,  he  was  able  to  obtain  control  over  her  personal  invest- 
ments by  arranging  for  the  transfer  of  a  dormant  securities  account 
carried  in  her  name  at  Walston  &  Co.   (R.T.  2389-2390,  453- 


13 
1075).  This  inactive  account  had  been  controlled  and  handled 
since  1939  by  Mr.  Hecht  and  by  Mr.  Ernest  Fairey,  the  registered 
representative  in  charge  of  Mrs.  Hecht's  account  at  Walston  & 
Co.  (R.T.  2433-2434,  2975). 

It  is  clear  that  Mrs.  Hecht  was  unaware  of  the  transfer  of  this 
account  at  the  time  Mr.  Wilder  arranged  for  it  and  that  at  the 
time  she  was  completely  incapable  of  appreciating  its  significance 
(R.T.  2451,  2927). 

When  securities  were  distributed  to  Mrs.  Hecht  from  her  hus- 
band's estate  in  1955  and  1956,  they  were  sent  directly  to  Mr. 
Wilder  and  became  part  of  Mrs.  Hecht's  account  (Plaintiff's  Ex- 
hibits 154-159). 

When  Mr.  Wilder  became  employed  by  Harris,  Upham  &  Co. 
on  May  1,  1957,  he  transferred  Mrs.  Hecht's  account  to  that  firm 
without  her  knowledge,  and  it  remained  there  until  March  1964. 
The  details  of  defendants'  improper  conduct  in  opening  the 
account  are  set  forth  in  Plaintiff's  Trial  Memorandum  of  Fact 
(C.T.  600-608).  During  the  seven-year  period  the  account  was 
at  Harris,  Upham  &  Co.  there  was  no  substantial  disagreement 
between  Mrs.  Hecht  and  Mr.  Wilder  and  she  named  him  in  wills 
as  a  legatee,  referring  to  him  as  her  "friend  and  financial  advisor" 
(R.T.  1237:15-18;  988,  2413-2415;  Mahoney  Exhibits  1-3). 

Of  the  approximately  1200-1400  securities  transactions  effected 
in  Mrs.  Hecht's  account  at  Harris,  Upham  &  Co.  between  May 
1951  and  March  1964,  all  but  two  or  three  were  solicited  and 
recommended  by  Mr.  Wilder  while,  without  exception,  every  one 
of  the  approximately  8,900  commodity  transactions  were  initiated 
solely  by  Mr.  Wilder  (R.T.  1541-1542,  1658,  1436-1438). 

Mr.  Wilder  admittedly  exercised  complete  discretion  in  effect- 
ing transactions  (that  is,  he  did  not  even  first  solicit  the  trans- 
action before  effecting  it)  on  the  frequent  occasions  when  Mrs. 
Hecht  was  away  from  her  home  on  a  trip  or  in  the  hospital  (R.T. 
1179-1184,  1142-1143,  1129).  The  exercise  of  such  discretion 
violated  the  rules  and  regulations  of  the  New  York  Stock  Ex- 
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change,  the  Chicago  Board  of  Trade  (R.T.  2236),  the  NASD,  and 
Harris,  Upham  &  Co.'s  own  supervisory  poHcy   (Plaintiff's  Ex- 
hibits 268,  297,  13). 

Mr.  Wilder  called  Mrs.  Hecht  daily  and  went  to  her  home  at 
least  weekly  and  frequently  more  often  and  took  from  her — and 
to  his  own  home — all  the  account  statements  and  papers  mailed 
to  her  by  Harris,  Upham  &  Co.  (R.T.  1338,  1775,  2964).  Mr. 
Wilder  kept  these  at  his  home,  although  he  had  a  duplicate  copy 
available  to  him  at  his  office  desk  (R.T.  1339,  1374-1375).  They 
were  given  for  short  periods  of  time  to  the  tax  accountants  (intro- 
duced to  Mrs.  Hecht  by  Mr.  Wilder)  who  prepared  her  income 
tax  returns  (R.T.  1785-1786,  1792-1793).  Mr.  Wilder  under- 
took to  and  did  prepare  summaries  of  the  securities  and  commodi- 
ties transactions  for  inclusion  in  the  tax  returns  and  it  was  from 
him  that  the  accountants  obtained  all  information  regarding  these 
transactions.  (R.T.  1786-1787,  1790).  At  no  time  prior  to  March 
1964  did  the  accountants  discuss  any  matter  with  Mrs.  Hecht 
regarding  the  transactions  in  her  account  at  Harris,  Upham  &  Co. 
as  they  had  been  led  to  understand  that  Mr.  Wilder  was  her 
financial  advisor  and  stockbroker  and  that  it  was  his  business  to 
discuss  her  investment  affairs  with  her.  (R.T.  1789-1792,  2867- 
2868;  Plaintiff's  Exhibits  20C1-5,  20D1-9) 

Mr.  Wilder  prepared  checks  for  Mrs.  Hecht's  signature  to 
cover  the  payment  of  county,  city,  state  and  federal  taxes  and  for 
deposits  into  her  securities  accounts  (R.T.  1473-1476,  2900-2902; 
Plaintiff's  Exhibit  202). 

Mr.  Wilder  also  prepared  individual  ledger  sheets  (Plaintiff's 
Exhibits  20 A  and  20B)  for  each  security  purchased  in  Mrs. 
Hecht's  account  and  periodically  prepared,  showed  and  explained 
in  detail  to  plaintiff  general  summaries  of  her  account  which  he 
called  "Condition  of  Account",  "Report  of  Accomplishment",  or 
"Summary  of  Operations"  (R.T.  2154-2155;  Plaintiff's  Exhibits 
20F1-20F13).  The  many  false  and   misleading  statements  and 
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omissions  in  these  summaries  are  analyzed  in  detail  in  Plaintiff's 
Trial  Memorandum  of  Fact  (CT.  666-672,  695-711). 

The  trial  court  rightly  found  that  these  summaries  were  pre- 
pared in  a  manner  to  "allay  any  fear  that  the  volume  and  fre- 
quency of  the  trading  was  excessive"  and  specifically  found  that 
the  last  such  summary — dated  March  29,  1963 — was  misleading 
and  "would  have  given  the  impression  that  no  excessive  trading 
was  going  on."  283  F.Supp.  at  434.  See  infra,  pp.  28-31. 

For  further  details  of  the  relationship  between  Mr.  Wilder  and 
Mrs.  Hecht  illustrating  his  control  over  her  and  her  financial 
afi^airs,  see  Plaintiff's  Trial  Memorandum  of  Fact  (CT.  590-595, 
611-612). 

Mr.  Wilder's  misuse  of  his  dominion  and  control  over  Mrs. 
Hecht  and  her  financial  affairs  is  best  illuminated  by  the  two 
specific  instances  in  which  he  converted  her  securities.  In  the  Itek 
transaction,  Mr.  Wilder  purchased  in  November  1958,  on  the 
basis  of  a  rumor,  a  non-blue  skyed  security  for  Mrs.  Hecht's  ac- 
count at  94  after  purchasing  the  same  security  for  his  wife  at  92 
(R.T.  1451-1453,  1455,  3522;  Plaintiff's  Exhibit  311). 

He  was  thereafter  told  by  the  firm  to  take  the  security  out  of  the 
account  as  it  could  not  legally  be  purchased  in  California.  This 
Mr.  Wilder  did  only  after  the  passage  of  over  three  months  by 
having  the  share  certificates  delivered  to  Mrs.  Hecht  (R.T.  1454- 
1455). 

Without  informing  Mrs.  Hecht  of  the  fact  that  these  securities 
were  worth  approximately  $30,000,  Mr.  Wilder  "redeemed"  Itek 
from  her  by  giving  her  a  check  for  $9,400 — the  original  purchase 
price  (R.T.  1457-1459,  3585-3586;  Plaintiff's  Exhibits  301,  302). 

The  Colonial  transaction  involved  what  Mr.  Wilder  claimed  was 
a  "gift"  of  securities  to  him  from  Mrs.  Hecht.  Mrs.  Hecht  denied 
she  made  him  a  gift  of  these  securities,  worth  over  $43,000,  and 
the  trial  court  agreed  she  had  no  understanding  of  this  fraudulent 
transaction    (R.T.    3479,    3586-3589,    3495-3496).   Although   he 
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claimed  the  securities  were  a  gift,  Mr.  Wilder  treated  the  trans- 
action as  a  sale  insofar  as  Mrs.  Hecht's  taxes  were  concerned,  so 
that  she  not  only  had  her  securities  converted,  but  also  paid  a 
capital  gains  tax  on  a  long  term  gain  of  $4,110^^.  Although  the 
transaction  occurred  in  January  1961,  Mr.  Wilder  buried  it  among 
the  April  entries  on  the  capital  gains  schedule  he  prepared  for  that 
year — the  only  entry  not  in  chronological  order  (R.T.  3493-3495; 
Plaintiff's  Exhibit  20C-2). 

For  further  details  of  these  two  remarkable  transactions,  includ- 
ing Mr.  Wilder's  failure  to  produce  all  documents  in  his  possession 
relating  to  Itek  when  called  upon  to  do  so,  see  Plaintiff's  Trial 
Memorandum  of  Fact  (C.T.  653-658,  661-665)  and  283  F.Supp. 
at  442-443. 

Mr.  Wilder's  absolute  control  and  dominion  over  Mrs.  Hecht's 
financial  affairs  was  only  broken  in  March  1964,  when  her  tax 
accountants  demonstrated  to  her  the  declining  net  dividend  income 
and  the  substantial  losses  in  her  account.  After  this  revelation,  an 
investment  advisor  and  thereafter  legal  counsel  were  consulted 
and  the  account  was  transferred  from  Harris,  Upham  &  Co.  at 
the  end  of  March  1964  (R.T.  1797-1799,  1805,  1896,  3071-3074, 
2435-2436,  2783). 

C.     The  Handling  of  Mrs.  Hecht's  Account 

Churning  and  Unsuitable  Management  of  the  Account 

As  an  elderly  "retired  widow"  (R.T.  276,  1445-1446)  of 
failing  faculties  who  was  "living  on  her  own"  (R.T.  1043)  v/ith 
no  other  means  of  support  than  dividend  income  realized  from 
her  securities  (R.T.  1898),  Mrs.  Hecht's  investment  objectives 
and  financial  needs,  and  her  understanding  as  to  how  the  account 
was  to  be  handled,  called  for  the  preservation  of  her  capital  and 
the  receipt  of  a  regular  dividend  income  (R.T.  2427,  2895:10-11, 


12.     This  action  by  Mr.  Wilder  is  a  vivid  example  of  the  old  adage  of 
"adding  insult  to  injury." 
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2954-2957,  3036).  See  NASD  Decision,  Appendix  A,  pp.  18,  20. 
The  securities  distributed  to  Mrs.  Hecht  from  her  husband's 
estate  as  well  as  those  held  in  her  own  personal  account  were 
overwhelmingly  dividend  paying  "blue  chip"  investment  securi- 
ties. When  transferred  by  Mr.  Wilder  to  Harris,  Upham  &  Co. 
in  May  1957,  her  securities  were  worth  approximately  $533,000. 
(Plaintiff's  Exhibits  324,  2lA)  If  these  securities  had  been  re- 
tained, they  would  not  only  have  almost  doubled  in  value  (to 
$1,026,775— Plaintiff's  Exhibit  271  A)  but  would  have  also  re- 
turned to  Mrs.  Hecht  an  annual  dividend  income  of  between 
$26,000  and  $32,000  (Plaintiff's  Exhibit  280-1). 

Rather  than  maintaining  this  account  virtually  intact  as  dictated 
by  suitable  investment  management  (See  Plaintiff's  Trial  Memo- 
randum of  Fact,  C.T.  673-675,  680-681),  defendants  actively, 
excessively  and  unsuitably  traded  it,  to  plaintiff's  substantial  detri- 
ment. The  trial  court's  holding  that  the  account  was  improperly 
churned  and  managed  has  been  confirmed  by  the  NASD  con- 
clusions that: 

"...  each  and  every  transaction  effected  in  Mrs.  Hecht' s 
securities  account  was  excessive  in  size  and  frequency,  in 
relation  to  the  character  and  resources  of  her  account.  .  .  . 
We  further  find  that  such  violations  by  Mr.  Wilder  repre- 
sent conduct  inconsistent  with  just  and  equitable  principles 
of  trade. 

".  .  .  each  of  [the  commodities}  transactions  individually, 
or  all  of  them  in  the  aggregate,  constitute  a  misuse  and 
unsuitable  use  of  her  funds  for  the  purpose  of  'churning' 
her  account,  all  of  which  was  fraudulent  in  nature  .  .  . 
taking  into  consideration  the  financial  situation  and  needs 
of  Mrs.  Hecht. 

"...  as  a  whole  the  account  was  improperly  managed  [by 
Mr.  Wilder]  .  .  .  and  that  each  and  every  transaction,  con- 
sidered in  relation  to  all  other  transactions  and  in  relation 
to  the  account  overall,  was  unsuitable. 
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"The  act  of  putting  an  elderly  widow  of  failing  faculties 
into  non-income  producing  and  speculative  holdings  is  itself 
an  act  of  'unsuitability'  of  such  magnitude  to  require  revoca- 
tion." NASD  Decision,  Appendix  A,  pp.  20-21. 

These  conclusions  are  abundantly  substantiated  by  the  figures 
relating  to  the  handling  of  Mrs.  Hecht's  account.  During  the  years 
her  account  was  at  Harris,  Upham  &  Co.,  security  purchases  in 
the  amount  of  $4,921,279  and  security  sales  of  $4,766,129  were 
effected,  a  total  dollar  volume  of  $9,687,408  (Plaintiff's  Exhibit 
271  (p.  31)).  The  securities  account  alone  was  turned  over  from 
11.5  to  11.7  times  (Plaintiff's  Exhibits  271  A,  288)  and  shows  an 
"in  and  out"  trading  pattern  in  that  45%  of  the  securities  were 
held  six  months  or  less  before  being  sold  while  82^  were  held 
less  than  12  months  (Plaintiff's  Exhibit  271A). 

During  this  period  plaintiff  was  charged  agency  commissions  of 
$76,000  and  principal  mark-ups  of  an  additional  $15,000,  a  total 
of  $91,000,  on  security  transactions  effected  for  her  account  (Plain- 
tiff's Exhibits  283,  296;  R.T.  3210-3212).  She  was  further  charged 
over  $43,000  in  interest  on  the  debit  balance  in  her  margin 
account  (Plaintiff's  Exhibit  289). 

In  plaintiff's  commodities  account,  defendants  effected  com- 
modity futures  purchases  worth  $44,795,105  and  sales  worth 
$44,679,566,  a  total  of  over  $89  million  on  some  8,900  transac- 
tions (Plaintiff's  Exhibit  293).  Plaintiff  was  charged  $98,000  in 
commissions  on  these  transactions  and  sustained  additional  real- 
ized losses  of  $78,000,  for  a  total  loss  of  $176,000  (Plaintiff's 
Exhibits  283,  292). 

The  importance  of  plaintiff's  account  to  defendants  as  a  source 
of  income  is  best  indicated  in  graphic  form.  Chart  I  below  sets 
forth  by  year  during  the  life  of  plaintiff's  account,  the  commodity 
commissions  for  the  entire  San  Francisco  office,  the  commodity 
commissions  generated  by  Mr.  Wilder,  the  commodity  commis- 
sions paid  by  Mrs.  Hecht,  and  her  commissions  as  a  percentage 
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of  those  of  Mr.  Wilder  and  of  the  San  Francisco  Office.  For  at 
least  the  period  1962  through  March  1964,  there  were  no  com- 
modities accounts  at  the  San  Francisco  office  which  paid  more  in 
commissions  than  did  plaintiff  (Plaintiff's  Exhibit  192-2(37)). 

Chart  I 
COMMODITY  COMMISSIONS 

Total  Total  Hecht  as  % 

Commissions         Commissions       Commissions  of  Totals: 

Year  of  S.F.  Office  by  Wilder        Paid  by  Hecht        Wilder  S.F. 

1957  $   14,308  $     9,587  $   3,162  33.0%  22% 

1958  37,057  23,812  9,885  41.5%  27% 

1959  66,66^  31,542  16,110  51.1%  24% 

1960  45,078  21,025  10,760  51.2%,  24% 

1961   59,313  34,011  23,257  68.4%  39% 

1962  39,477  19,351  14,898  76.0%  38% 

1963  46,344  25,842  19,642  76.0%  42% 

1964  (Jan-Mar)   ....  5,806  1,477  624  42.0%  11% 

Totals  $314,046  $166,647  $98,338  59.0%  31% 

Compiled  from  Plaintiff's  Exhibits  192-2(35),  233,  283 

The  following  chart  reflects  the  agency  commissions  paid  to 
Harris,  Upham  &  Co.  by  Mrs.  Hecht  on  securities  transactions  as 
compared  to  all  securities  commissions  generated  by  Mr.  Wilder. 

Chart  11 
SECURITIES  COMMISSIONS 

Total  Hecht  as  % 

Commissions  Commissions  of  Total 

Year  of  Wilder  Paid  by  Hecht  for  Wilder 

1957  $   17,925  $  6,425  35.8% 

1958  „ 27,081  13,762  50.8%> 

1959  28,406  11,934  42.0% 

1960  _ 23,176  12,537  54.1%, 

1961  55,216  18,971  34.3% 

1962  23,303  7,456  32.0% 

1963  14,516  4,100  28.0%) 

1964  (Jan-Mar)  4,768 1,378 28.9% 

Totals  $194,391  $76,563  39.4% 


Compiled  from  Plaintiff's  Exhibits  192-2(35),  233  and  283 
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This  chart  does  not  include  as  part  of  the  commissions  paid  by 
Mrs.  Hecht  the  additional  $15,000  she  was  charged  by  Harris, 
Upham  &  Co.  as  mark-up  on  principal  over-the-counter  transactions 
(Plaintiff's  Exhibit  296;  R.T.  3210,  3212) . 

Chart  III  compares  the  combined  securities  and  commodities 
commissions  paid  by  Mrs.  Hecht  to  the  total  of  such  commissions 
generated  by  Mr.  Wilder. 

Chart  III 
SECURITIES  AND  COMMODITIES  COMMISSIONS 

Total  Hecht  as  % 

Commissions  Commissions  of  Total 

Year  of  Wilder  Paid  by  Hecht  for  Wilder 

1957  $27,512      $  9,587       35  % 

1958  50,893  23,647  46  % 

1959  59,948  28,044  47  % 

1960  44,201  23,297  53  % 

1961  89,227  42,228  48  % 

1962  42,654  22,354  52  % 

1963  40,358  23,742  59  % 

1964  (Jan-Mar)  6,245         2,002       32  % 

Totals  $361,038      $174,901       48.4% 

That  this  one  account  was  the  source  of  nearly  50%  of  Mr. 
Wilder's  total  income  production  for  the  firm  is  indicative  of  its 
importance  to  him  in  maintaining  and  increasing  his  compensation 
from  the  firm.  That  Mrs.  Hecht's  account  produced  commissions 
and  interest  representing,  at  a  minimum,  4.7%  of  the  total  income 
of  the  San  Francisco  office  shows  the  importance  of  the  account 
to  Harris,  Upham  &  Co.  (See  C.T.  734).  The  $232,000  in  com- 
missions, mark-ups  and  interest  charged  Mrs.  Hecht  represents 
over  40%  of  the  initial  value  of  her  account. 

It  is  obvious  from  the  following  table  that  Harris,  Upham  &  Co. 
compensated  Mr.  Wilder  in  relation  to  the  income  from  Mrs. 
Hecht's  account: 
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Chart  IV 

Commissions  and 
Interest  Paid  Wiider's 

Year  by  Mrs.  Hecht  Compensation 

1957  (May-Dec)  $  10,182  $  10,000 

1958  25,939  15,000 

1959  31,658  15,000 

1960  30,290  15,000 

1961  52,114  27,500* 

1962  31,223  18,000 

1963  31,974  15,525 

1964  (Jan-Mar)  5,026  3,750 

1964  (Apr-Dec)  —  8,450 

Totals  $218,406**  $119,775  (through 

3/31/64) 
Compiled  from  Plaintiff's  Exhibits  283,  233;  Defendant's  Exhibit  S-5 

As  indicated  above,  Mr.  Wilder  received  two  $5,000  bonuses, 
the  first  on  June  30,  1961  and  tlie  second  on  January  15,  1962 
(Plaintiff's  Exhibit  233;  R.T.  1370).  It  is  clear  that  these  bonuses, 
as  well  as  a  salary  increase  in  March  1961  from  $1,250  to  $1,500 
per  month,  reflect  the  tremendous  increase  in  income  generated 
from  Mrs.  Hecht's  account  in  1961  (R.T.  1370-1371).  In  June 
1964,  after  Mrs.  Hecht's  account  was  transferred,  Mr.  Wiider's 
salary  was  reduced  from  $1,250  to  $850  per  month  (Plaintiff's 
Exhibit  233). 

It  is  relevant  here  to  note  the  fact  that  both  Mr.  Wilder  and 
Harris,  Upham  &  Co.  denied  under  oath  during  pre-trial  that  Mr. 
Wilder  had  received  bonuses  and  that  they  also  withheld  informa- 
tion from  plaintiff  on  the  amount  of  commissions  generated  by 
Mr.  Wilder  for  the  years  prior  to  1962.  See  Plaintiff's  Trial 
Memorandum  of  Fact  (C.T.  622-627) . 

When  Mrs.  Hecht's  account  was  removed  from  Harris,  Upham 
&  Co.  in  March  1964,  it  had  a  net  value  of  approximately  $251,000 
(Plaintiff's  Exhibit  285)  as  compared  to  its  initial  value  of  $533,- 


*Including  bonuses  of  $5,000  each  paid  on  6-30-61  and  1-15-62. 
**This  figure  does  not  include  the  $15,000  paid  by  Mrs.  Hecht  as  mark-up  on  prin- 
cipal over-the-counter  transactions. 
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000.  There  was  at  this  time  an  unrealized  loss  on  the  securities  in 
the  account  of  over  $102,000  and  approximately  40%  of  the 
securities  then  in  the  account  (based  upon  cost)  were  given 
speculative  ratings  by  independent  rating  services  (R.T.  1908- 
1910,  1902-1903). 

While  plaintiff's  account  value  declined  by  over  50%,  security 
values  in  general  were  rising  sharply.  Between  the  end  of  April 
1957  and  March  31,  1964,  the  Dow  Jones  industrial  average  rose 
from  494.36  to  815.24  (Defendants'  Exhibit  S-1),  a  percentage 
increase  of  165%.  During  the  same  period  the  Standard  and  Poor's 
500  stock  average  rose  170%,  from  50.10  to  84.92.  Had  plain- 
tiff's original  portfolio  been  maintained  intact,  it  would  have  had 
a  value  on  March  31,  1964  of  $1,026,000  (Plaintiff's  Exhibit 
271A). 

Many  of  the  securities  purchased  (and  all  of  the  commodities 
purchased)  were  unsuitable  for  plaintiff  in  that  they  were  non- 
dividend  paying.  By  March  1964,  Mrs.  Hecht's  net  annual  divi- 
dend income  (after  deducting  the  interest  paid  on  the  margin 
debit)  was  reduced  to  approximately  $1,000  (R.T.  1900-1901 ) 
whereas  in  1938  (the  first  full  calendar  year  the  account  was  at 
Harris,  Upham  &  Co.)  her  net  dividend  income  was  $17,834 
(Plaintiff's  Exhibit  282).  Over  the  life  of  the  account,  had  her 
original  portfolio  been  maintained,  plaintiff  would  have  received 
net  dividend  income  of  $108,000  and  gross  dividend  income  of 
$70,000  more  than  she  actually  did  receive  (Plaintiff's  Exhibits 
280-282). 

The  following  chart  reveals  the  declining  net  income  received 
on  Mrs.  Hecht's  account. 
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Chart  V 
NET  INCOME  RECEIVED  ON  SECURITIES 

Dividends  and  Interest  Charged 

Bond  Interest  Margin  Account 
Credited  to  by  Harris,  Net  income  to 

Year  Account  Uptiam  &  Co.  Mrs.  Heclit 

1957    $  10,553  $      595  $  9,958 

1958  20,146  2,291  17,855 

1959  18,555  3,490  15,065 

1960  20,305  6,993  13,312 

1961  21,453  9,891  11,562 

1962    _ „ 15,710  8,869  6,841 

1963    13,042  8,232  4,810 

1964    3,403  3,119  284 

Totals    $123,167  $43,480  $79,687 

Compiled  from  Plaintiff's  Exhibit  289 

For  further  details  demonstrating  the  unsuitable  and  improper 
handling  of  plaintiff's  account,  see  Plaintiff's  Trial  Memorandum 
of  Fact  (C.T.  673-681). 

Short'  Sales 

Another  impropriety  in  the  handling  of  plaintiff's  account  was 
the  effectuation  by  Mr.  Wilder  of  short  sales  in  three  different 
securities.  Short  sales  are  admitted  by  defendants  to  be  speculative 
(R.T.  286)  and  are  considered  by  Harris,  Upham  &  Co.  to  be  an 
unusual  transaction  requiring  investigation  when  affected  for  the 
account  of  a  woman  (R.T.  1206;  Plaintiff's  Exhibit  15  (p.  1)). 
Both  Harris,  Upham  &  Co.'s  New  York  Executive  Office  and  its 
San  Francisco  Branch  Office  failed  to  make  the  required  investi- 
gation of  these  short  transactions  in  plaintiff's  account  and  as  a 
result  Mrs.  Hecht  sustained  a  loss  of  $10,457  (Plaintiff's  Exhibits 
20A,  20B) .  For  further  details  see  Plaintiff's  Trial  Memorandum 
of  Fact  (C.T.  628-629). 

Commodities  Transactions 

Prior  to  Mr.  Wilder's  taking  over  the  management  of  her  finan- 
cial affairs,  Mrs.  Hecht  had  never  dealt  in  commodities  (R.T. 
2433).  In  June  1956,  Mr.  Wilder  opened  a  commodities  account 
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in  Mrs.  Hecht's  name  and  induced  her  to  write  a  letter  enclosing 
a  check  for  the  purchase  of  soybeans.  Although  only  $32,500  was 
directly  deposited  in  the  commodities  account,  the  incredible  vol- 
ume of  $89  million  worth  of  commodity  futures  transactions  was 
financed  by  the  transfer  of  funds  from  the  securities  account 
(Plaintiff's  Exhibits  263,  288). 

Not  only  was  Mrs.  Hecht  unaware  of  these  transfers,  but  it  is 
clear  that  she  lacked  any  comprehension  of  commodities  and  of  the 
risks  they  entail.  Commodity  futures  do  not  pay  dividends  and 
are  a  speculative  trading  vehicle  totally  unsuited  to  one  concerned 
with  the  preservation  of  capital  and  the  receipt  of  dividend  income 
(R.T.  1820-1821).  The  inappropriateness  of  commodities  for 
women  is  acknowledged  by  Harris,  Upham  &  Co.'s  own  policies, 
here  unobserved,  which  prohibit  women  from  engaging  in  com- 
modities transactions  unless  a  partner  and  the  commodities  man- 
ager are  satisfied  she  has  "sufficient  experience  and  knowledge 
of  commodity  trading"  and  is  "fully  aware  of  the  risks  involved 
(including  those  of  'spread')  and  is  financially  able  to  assume  such 
risks"  (Plaintiff's  Exhibits  236  (p.2),  13  (p-lO)).  Mrs.  Hecht 
lacked  such  experience  and  knowledge  and  also  lacked  the  other 
personal  characteristics  required  of  one  dealing  in  commodity 
futures  (Plaintiff's  Exhibits  260  (pp.  3-4)  ). 

The  commodity  business  consists  of  transactions  in  "cash  com- 
modities" and  transactions  in  commodity  future  contracts,  i.e., 
contracts  for  the  future  delivery  of  an  actual  commodity.  See  gen- 
erally, Gerald  Gold,  Modern  Commodity  Futures  Trading  (4th 
Ed.  1966). 

Commodities  are  referred  to  as  "regulated"  or  "unregulated". 
Under  the  Commodity  Exchange  Act  certam  domestic  a':^ricultural 
commodities  (e.g.  wheat,  corn,  rye,  oats,  soybeans  and  cotton)  are 
regulated.  Unregulated  commodities  consist  primarily  of  interna- 
tionally traded  commodities,  such  as  sugar,  cocoa  and  coffee,  and 
such  metals  as  silver  and  platinum. 
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Between  May  1,  1957  and  March  31,  1964,  acting  as  Harris, 
Upham  &  Co.'s  San  Francisco  Commodity  Manager,  Mr.  Wilder 
recommended  and  effected  (R.T.  1435-1438)  8904  "future  trans- 
actions"^^ with  a  total  market  value  of  $89  million  in  the  follow- 
ing commodity  futures  for  Mrs.  Hecht's  account: 
Regulated  Unregulated 

lard  platinum 

soybean  oil  copper 

soybean  meal  silver 

soybeans  sugar  Nos.  3,  4,  7  and  8 

corn  cocoa 

eggs 

potatoes 

Chicago,  Minneapolis  and 

Kansas  City  wheat 
rye 
oats 
cotton 

Between  May  1,  1957  and  March  31,  1964,  Mr.  Wilder  effected 
4457  "closed"  commodity  future  transactions  (i.e.,  an  original 
position  liquidated  by  an  offsetting  transaction)  for  Mrs.  Hecht's 
account  as  follows: 

No.  of 
Year  Contracts 

1957  (May-Dec)  181 

1958  439 

1959  656 

1960  540 

1961  1063 

1962  696 

1963  856 

1964  (Jan-Mar)  26 

TOTAL 4457 

There  was  a  loss  of  over  $9,000  on  closed  commodity  transac- 
tions, and  transactions  of  a  total  value  in  excess  of  $309,000  were 

13.  Defined  as  "purchases  plus  sales  in  terms  of  contract  units".  Com- 
modity Futures  Statistics,  United  States  Department  of  Agriculture,  Com- 
modity Exchange  Authority,  Statistical  Bulletin  No.  32,  p.  4  (January 
1967). 
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effected  in  Mrs.  Hechfs  account  at  Harris,  Up  ham  &  Co.  during 
May  and  ]une  19^7,  the  very  first  two  months  the  account  was 
handled  by  it  (Plaintiff's  Exhibit  22A).  No  supervisory  officer 
of  Harris,  Upham  &  Co.,  however,  discussed  the  suitabihty  or  pro- 
priety of  these  transactions  with  Mr.  Wilder,  even  though  the 
account  was  newly  opened  by  a  new  Commodities  Manager  for 
a  retired  elderly  widow  who  lived  alone  (R.T.  1449). 

Selective  Close-Out  Scheme 

Mr.  Wilder's  handling  of  Mrs.  Hecht's  commodity  account  went 
entirely  without  supervision  by  Harris,  Upham  &  Co.  (R.T.  1438- 
1440).  This  practice  permitted  Mr.  Wilder  to  engage  in  a  cal- 
culated scheme  of  selective  close-outs  designed  to  conceal  from 
Mrs.  Hecht  the  losses  occurring  in  her  account  and  thereby  permit 
him  to  continue  to  churn  her  account  and  maintain  his  faltering 
commission  production. 

During  1962  and  early  1963,  the  volume  of  business  generated 
by  Mr.  Wilder  declined.  As  a  result,  his  salary  was  reduced  from 
$1,500  to  $1,275  a  month  beginning  in  March  and  then  to  $1,250 
a  month  in  April  (Plaintiff's  Exhibit  233).  Aware  of  this  salary 
cut  and  faced  with  the  possibility  of  even  further  reductions,  Mr. 
Wilder  devised  a  scheme  to  continue  the  high  level  of  commodity 
activity  in  plaintiff's  account  while  concealing  from  her  the  sub- 
stantial losses  occuring  from  this  activity. 

Beginning  in  February  1963,  Mr.  Wilder  instructed  Harris, 
Upham  &  Co.'s  Commodities  Department  in  New  York,  by  use 
of  the  firm's  private  wire  system,  to  close  out  commodity  transac- 
tions on  other  than  a  first-in,  first-out  basis.  The  following  table 
reveals  that  by  making  such  selective  close-outs,  Mr.  Wilder 
showed  a  net  profit  on  these  l4  transactions  of  over  $2,300, 
whereas  if  properly  effected  there  would  have  been  a  loss  of 
over  $27,000. 
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Chart  VI 

SELECTIVE  CLOSE-OUTS 

IfCloseOut 
Had  Been  Against 
Date  As  Rendered  Oldest  Open  Position 

1963  Loss  Profit  Loss  Profit 

Feb.  20— 20M  Bu 

Mar.  soybeans  $1,327.25  $  2,477.25 

March  13— 20M  Bu 

July  soybeans  $  660.25  2,546.00 

March  14 — 20M  Bu 

July  soybeans  354.00  $4.00 

March  15— 20M  Bu 

May  wheat  274.00  501.00 

March  22— lOMBu 

July  wheat 106.00  637.75 

March  28— lOM  Bu 

July  wheat 68.50  681.50 

March  28— 20M  Bu 

May  soybeans  370.50  6,442.00 

March  28— lOM  Bu 

Aug.  soybeans  89.50  2,098.00 

April  18— 20M  Bu 

May  soybeans  104.00  2,346.00 

May  8— 20M  Bu 

Aug.  soybeans 129.00  3,446.00 

May  15— lOM  Bu 

May  rye 168.50  544.00 

May  21— 20M  Bu 

July  soybeans  133.00  567.00 

May  28— 20M  Bu 

July  soybeans  204.00  196.00 

July  25— 50M  Bu 

Aug.  soybeans  1,010.00  5,340.00 

Totals   $1,327.25         $3,671.25         $27,822.50         $4.00 


Although  all  of  the  above  figures  are  contained  in  or  are  com- 
putable from  exhibits  in  evidence  in  this  trial  (Plaintiff's  Exhibits 
20D-1,  22J,  22L,  20H),  it  required  the  expertise  of,  and  an  ex- 
tended investigation  by,  the  Commodity  Exchange  Authority  (here- 
after CEA) ,  a  part  of  the  United  States  Department  of  Agriculture, 
to  unearth  this  subtle  scheme.  Such  selective  close-outs  on  other 
than  a  first-in,  first-out  basis  violate  Section  1.46  of  the  regulations 
issued  by  the  CEA  pursuant  to  the  Commodity  Exchange  Act  (17 
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C.F.R.  §  1.46) .  As  a  result,  Harris,  Upham  &  Co.  and  Mr.  Wilder 
were  found  to  have  violated  the  regulations  and  an  administrative 
proceeding  was  instituted  against  Mr.  Wilder.  In  the  Matter  of 
Asa  V.  Wilder,  CEA  Docket  No.  138. 

False  Summary  of  March  29,  1963 

The  concealment  from  Mrs.  Hecht  of  these  commodities  losses 
makes  even  more  significant  the  false  and  misleading  March  29, 
1963  "Summary  of  Operations"  prepared  by  Mr.  Wilder  (Plain- 
tiff's Exhibit  20F-1)  which  is  here  printed  for  the  convenience 
of  the  Court. 

SUMMARY  OF  OPERATIONS 
Account  at  close  of  business  March  29,  1963 

Value  of  securities  deposited $353,680.00 

Tol^l  Net  Gain  to  date 233,493-00 

Value  without  withdrawals $607,173.00 

Withdrawals 

Years  1958-59-60 $92,440.00 

Year  196I 54,380.00 

Year  1962 80,616.00  227,436.00 

Present  Value  March  29,  1963 $379,737.00 

No  account  has  been  taken  of  any  withdrawals  made  in  the  years  1956 
and  1957.  In  the  five  years  from  1958  through  1962  inclusive  nearly  a 
quarter  of  a  million  dollars  or  about  two-thirds  of  the  original  value  has 
been  withdrawn  and  the  account  still  has  a  value  greater  than  the  original 
amount. 


Mr.  Wilder  testified  that  he  showed  and  discussed  this  Sum- 
mary in  some  detail  with  Mrs.  Hecht  at  the  "first  opportunity" 
after  her  return  from  the  hospital  in  April  19^3  (R.T.  1280-1281, 
2154-2155,  1325).  He  did  not,  however,  inform  her  tax  account- 
ants of  its  existence  or  ask  them  to  review  his  figures  (R.T. 
1772-1773,  1325-1327). 

The  Summary  was  prepared  by  Mr.  Wilder  in  the  ordinary 
course  of  his  duties  as  a  broker  and  was  typed  under  his  direction 
and  supervision  at  the  Harris,  Upham  &  Co.  office  (R.T.  1299, 
1279-1280) .  A  detailed  analysis  of  the  Summary  reveals  a  number 
of  misleading  representations  and  omissions. 
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"Value  of  Securities  Deposited  ($5^5,680.00)" 

The  Summary  does  not  indicate  the  date  of  valuation  and 
erroneously  suggests  that  Mrs.  Hecht's  securities  were  worth  only 
$353,680.00  when  deposited  at  Harris,  Upham  &  Co.  in  1957  or 
when  earlier  deposited  with  Hooker  &  Fay. 

To  arrive  at  this  figure,  Mr.  Wilder  took  the  cost  basis  of  the 
securities  in  the  estate  of  Herbert  Hecht,  which  amount  ($300,650) 
was  the  market  value  as  of  the  date  of  death — January  12,  19^3 — 
rather  than  the  market  value  of  the  securities  when  "deposited" 
into  Mrs.  Hecht's  account  at  Hooker  &  Fay  in  August  1956  or 
at  Harris,  Upham  &  Co.  in  May  1957  (R.T.  1284,  1312:3-8). 

In  fact,  the  market  value  of  the  securities  received  from  the 
estate  on  September  6,  1956,  shortly  after  they  were  distributed 
in  August  1956,  was  $362,739  as  computed  from  Mr.  Wilder's 
own  figures  in  his  summary  entitled  "Close  Sept.  6th  1956" 
(Plaintiff's  Exhibit  20F-13).  The  figure  shown  on  the  Summary 
of  Operations  for  the  value  of  securities  deposited  is,  therefore, 
understated  by  the  difference  between  the  cost  basis  and  the  actual 
market  value — an  amount  in  excess  of  $62,000. 

Mr.  Wilder  used  as  the  value  of  Mrs.  Hecht's  Walston  &  Co. 
account  the  amount  of  $35,975,  computed  at  the  time  of  transfer 
to  Hooker  &  Fay  in  July  1955  (R.T.  1316-1317).  This  value  is 
understated  by  approximately  $8,000  (R.T.  1319-1322;  Plain- 
tiff's Exhibit  255). 

Finally,  Mr.  Wilder  added  to  his  figure  for  the  value  of  the  se- 
curities deposited  the  January  1955  cost  basis  rather  than  the 
market  value  of  the  100  AT&T  received  into  Mrs.  Hecht's  account 
at  Harris,  Upham  &  Co.  from  the  estate  of  Herbert  Hecht  in  1958 
(R.T.  1317-1318). 

The  value  of  the  original  account  is  further  understated  by  the 
omission  of  the  $122,000  cash  deposited  into  the  account  by  Mrs. 
Hecht  in  1933,  1936  and  1937  (Plaintiff's  Exhibits  289,  27E). 
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"Withdrawals  ($227,436.00)" 

Without  disclosing  that  he  has  done  so,  Mr.  Wilder  included  in 
the  term  "Withdrawals"  the  following: 

1.  Interest  paid  by  Mrs.  Hecht  to  Harris,  Upham  &  Co.  on 
the  debit  balance  in  the  margin   account  (R.T.  1285). 

2.  Dividends  and  bond  interest  received  on  Mrs.  Hecht's 
securities  which  were  paid  out  to  her  (R.T.  1285-1287). 

3.  Withdrawals  of  capital  made  by  Mrs.  Hecht  to  pay  taxes, 
etc.  (R.T.  1288:1-5). 

Mr.  Mejia  has  admitted  that  dividends  are  not  a  "withdrawal" 
because  they  are  "not  a  reduction  of  equity"  and  that  it  could  be 
misleading  to  consider  interest  charged  by  Harris,  Upham  &  Co. 
as  a  "withdrawal"  from  a  client's  account  (R.T.  529-531). 

Mr.  Wilder's  Summary  of  Operations  is  also  misleading  in 
stating  that  no  account  has  been  taken  of  any  "withdrawals"  made 
in  the  years  1956  and  1957".  That  Mr.  Wilder  should  omit  these 
two  particular  years  is  highly  significant  since  during  these  two 
years  Mrs.  Hecht  deposited  cash  in  her  account  in  excess  of 
$118,000  (Plaintiff's  Exhibits  287,  27E).  Even  after  subtracting 
"withdrawals"  as  peculiarly  defined  by  Mr.  Wilder,  there  would 
be  a  net  credit  to  Mrs.  Hecht's  account  of  some  $74,000  for  the 
years  1956  and  1957. 

The  statement  that  no  account  had  been  taken  of  any  with- 
drawals made  in  the  years  1956  and  1957  is  also  false.  The  figures 
for  withdrawals  in  the  year  1958  does  in  fact  include  a  check 
for  $8,000  paid  to  Mrs.  Hecht  on  November  26,  1957  (R.T. 
1301). 

"Total  Net  Gain  to  Date  ($233,493.00)" 

Mr.  Wilder  arrived  at  this  figure  by  adding  what  he  has  com- 
puted as  "withdrawals"  to  his  determination  of  the  market  value 
of  Mrs.  Hecht's  account  on  March  29,  1963,  and  then  subtracting 
his  understated  value  of  the  securities  deposited  (R.T.  1308- 
1309).  Therefore,  as  part  of  the  "gain"  Mr.  Wilder  has  included 
the  substantial  amounts  of  interest  paid  to  Harris,  Upham  &  Co. 
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by  Mrs.  Hecht  plus  the  dividends  and  bond  interest  received  on 
her  securities.  For  the  years  1958-1962,  interest  paid  was  in  excess 
of  $31,000  and  dividends  received  exceed  $96,000  (Plaintiff's 
Exhibit  289).  It  is  clear  that  had  Mr.  Wilder  properly  computed 
the  original  value  of  Mrs.  Hecht's  account  and  only  included 
actual  capital  withdrawals,  there  would  have  been  no  "Net  Gain 
to  date". 

Commodity  Futures  Position 

While  including  the  credit  balance  in  the  commodities  account 
in  his  computation  of  the  present  value  of  plaintiff's  account,  Mr. 
Wilder  fails  to  include  the  potential  gain  or  loss  on  commodities 
then  held  in  the  account  (R.T.  1302-1303).  As  of  March  29, 
1963,  there  was  an  unrealized  loss  of  over  $27,000  on  the  com- 
modities then  held  (Plaintiff's  Exhibit  294)  which,  if  included, 
would  have  decreased  the  "Net  Gain"  by  a  like  amount. 

The  selective  close-out  scheme  substantially  increased  the  decep- 
tion practiced  on  Mrs.  Hecht.  Had  the  transactions  been  properly 
effected,  the  losses  would  have  reduced  the  credit  balances  in  the 
commodities  account  and  thereby  reduced  the  present  value  of 
the  account  shown  on  the  Summary.  Instead,  Mr.  Wilder  materi- 
ally deceived  Mrs.  Hecht  as  to  the  condition  of  her  account  by  mak- 
ing such  selective  close-outs  and  then  not  reflecting  the  tremendous 
unrealized  commodity  loss  position  in  his  Summary. 

This  Summary  was  the  last  one  prepared  by  Mr.  Wilder  and 
appears  to  have  been  presented  at  this  time  both  to  take  advantage 
of  Mrs.  Hecht's  poor  health  and  of  the  benefits  reaped  from  the 
selective  close-outs  scheme.  A  summary  of  the  account  later  on 
in  1963  or  in  1964  reflecting  the  realized  commodity  losses  (over 
$116,000  for  1963)  would  have  revealed  a  substantially  deterio- 
rated condition  of  the  account.  Neither  the  understatement  of 
the  original  value  of  plaintiff's  account  nor  the  improper  definition 
of  withdrawals  would  have  been  enough  to  disguise  the  decline 
in  value  of  the  account  over  the  years. 
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Other  False  Summaries 

The  misrepresentations  in  other  summaries  prepared  by  Mr. 
Wilder  are  discussed  in  Plaintiff's  Trial  Memorandum  of  Fact 
(CT.  695-711). 

ARGUMENT 

I 

PLAINTIFF  WAS  NOT  BARRED  BY  ESTOPPEL,  WAIVER  OR 
LACHES  FROM  RECOVERING  A  FULL  MEASURE  OF  THE 
DAMAGES  SHE  SUSTAINED. 

The  trial  court  restricted  plaintiff's  damages  to  those  which  it 
considered  were  caused  by  the  churning  of  her  account,  while 
denying  her  damages  based  upon  a  comparison  of  proper  manage- 
ment with  the  actual  management  of  her  account,  because  it  held 
that  she  had  "assumed  the  ordinary  risks  of  profit  or  loss  in  what 
she  knew  to  be  a  trading  account  in  securities  and  a  speculative 
account  in  commodities."  283  F.Supp.  at  430.  The  trial  court 
concluded  that  plaintiff 

"permitted  Wilder  and  his  firm  to  continue  handling  the 
account  on  this  basis  in  reliance  upon  her  apparent  acquies- 
cence for  nearly  seven  years" 

and  therefore 

"plaintiff's  conduct  is  such  that  she  is  barred  by  estoppel, 
laches  and  waiver  (within  the  meaning  of  the  second  appeal 
in  Koyal  Air  Properties  v.  Smith,  333  F.2d  568  (1964)  )  from 
suddenly  taking  the  position  that  such  trading  of  the  account 
in  securities  and  commodities  was  unsuitable  for  her  needs 
and  objectives,  contrary  to  her  instructions  and  should  never 
have  occurred."  283  F.Supp.  at  429-430  (emphasis  added). 

This  conclusion,  it  is  submitted,  is  erroneous  both  as  a  matter  of 
law  and  of  fact. 
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A. 
ESTOPPEL 

1.  ESTOPPEL  IS  INAPPLICABLE  AS  A  MATTER  OF  LAW. 

The  equitable  defense  of  estoppel  is  only  "to  be  applied  against 
wrongdoers,  not  against  the  victim  of  a  wrong."  Roberts  v.  Roberts, 
81  Cal.App.2d  871,  881  (1947).  See  also,  Edgington  v.  Security- 
First  Nat.  Bank,  78  Cal.App.2d  849,  858  (1947)  (estoppel  "is 
not  intended  to  be  used  for  the  purpose  of  permitting  one  to  per- 
petuate a  fraud  upon  another";  Westinghouse  Electric  Corp.  v. 
Pacific  Gas  &  Electric  Co.,  326  F.2d  575,  580  (9th  Cir.  1964) 
(recognizing  the  fundamental  principle  that  "no  man  may  take 
advantage  of  his  own  wrong.")  The  defense  of  estoppel,  there- 
fore, cannot  here  be  invoked  against  Mrs.  Hecht  who  was  the 
victim  rather  than  the  perpetrator  of  the  wrong  committed. 

Further,  this  Court  has  stated  there  can  be  no  estoppel  as  a 

matter  of  law  where  there  is  a  concommitant  duty  of  due  care. 

Hampton  v.  Paramount  Pictures  Corp.,  279  F.2d  100,  104- 

105  (9th  Cir.  I960),  cert,  denied,  364  U.S.  882  (i960) 

Harris,  Upham  &  Co.  failed  in  its  duty  to  properly  manage  Mrs. 
Hecht's  account  and  to  institute  and  maintain  an  adequate  system 
of  supervision  over  its  employees  to  insure  that  customers  were 
protected  against  fraud  and  that  their  funds  were  suitably  and 
properly  handled  and  invested.  Reynolds  &  Co.,  39  S.E.C.  902, 
917  (i960);  R.  H.  Johnson  &  Co.,  36  S.E.C.  467,  486-487 
(1955) ;  NASD  Decision,  Appendix  A,  pp.  18,  20. 

2.  THE    FACTUAL    ELEMENTS    NECESSARY    TO    ESTABLISH    AN    ESTOPPEL 
WERE  NOT  PROVEN. 

To  establish  the  defense  of  estoppel  it  is  necessary  to  prove 

four  elements: 

"(l)  The  party  to  be  estopped  must  know  the  facts;  (2) 

he  must  intend  that  his  conduct  shall  be  acted  on  or  must 

so  act  that  the  party  asserting  the  estoppel  has  a  right  to 

believe  it  is  so  intended;  (3)  the  latter  must  be  ignorant  of 

the  true  facts;  and  (4)  he  must  rely  on  the  former's  conduct 
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to  his  injury."  Hampton  v.  Paramount  Pictures  Corp.,  279 
F.2d  100,  104  (9th  Cir.  I960). 

See  also,  Estoppel,  18  Cal  Jur.  2d  406-407;  Belhumeur  v.  Daw- 
son, 229  F.Supp.  78,  86-87  (D.  Mont.  1964). 

First,  plaintiff  did  not  know  the  true  facts  regarding  the  im- 
proper handling  of  her  account.  Because  of  Mr.  Wilder's  practice 
of  picking  up  all  the  account  papers  sent  to  her  by  Harris,  Upham 
&  Co.,  Mrs.  Hecht  never  had  in  her  possession  at  any  one  time 
sufficient  information  for  any  person  to  intelligently  anlayze  the 
handling  of  her  account.  Further,  the  monthly  account  statements 
sent  by  Harris,  Upham  &  Co.  were  deficient  in  many  respects  and 
failed  to  disclose  the  information  necessary  for  a  proper  valuation 
of  the  account.  See  Plaintiff's  Trial  Memorandum  of  Fact,  C.T. 
651-652.  Most  importantly,  Mr.  Wilder  concealed  from  Mrs. 
Hecht  the  true  condition  of  her  account  by  means  of  the  false 
and  misleading  summaries  he  prepared  and  showed  to  her.  Because 
of  these  facts,  Mrs.  Hecht  was  neither  capable  of  making  nor  in 
a  position  to  make  a  knowledgeable  assumption  of  risk.  Weiser 
V.  Schwartz,  CCH  Fed.  Sec.  L.  Rep.,  para.  92,286  (E.D.  La.  1968), 
p.  97,374. 

Secondly,  plaintiff  never  intended  that  her  conduct  (i.e.,  her 
failure  to  object)  be  relied  upon  by  or  mislead  defendants  to  their 
detriment  nor  did  defendants  have  a  right  to  believe  such  was  her 
intent. 

California  State  Board  of  Equalization  v.  Coast  Radio  Products, 
228  F.2d  520,  525  (9th  Cir.  1955)  ("An  estoppel  arises  where 
one  party  by  concealment  or  false  representation  intentionally 
deceives  another  party  as  to  the  true  state  of  facts  to  the  detriment 
of  the  second  party.") 

Matsuo  Yoshida  v.  Liberty  Mutual  Ins.  Co.,  240  F.2d  824,  829- 
830  (9th  Cir.  1957)  (Estoppel  is  conduct  which  "reasonably  mis- 
leads another  to  his  prejudice  so  that  a  repudiation  of  such  conduct 
would  be  unjust  in  the  eyes  of  the  law.") 

Cal.  Cigarette  Concessions  v.  City  of  Los  Angeles,  53  Cal. 2d 
865,  870-871  (I960) 


35 

Prosser  on  Torts,  707  (3rd  Ed.  1964)  ("There  is  no  estoppel 
where  he  has  remained  silent  reasonably  and  in  good  faith;  he 
must  be  aware  of  his  rights  and  must  realize  that  the  other  is 
about  to  act  under  a  mistaken  belief.") 

Thirdly,  defendants  were  not  ignorant  of  the  true  facts.  To 
the  contrary,  they  misrepresented  and  concealed  the  true  facts 
from  plaintiff.  Sidebotham  v.  Robinson,  216  F.2d  816,  829  (9th 
Cir.  1954). 

At  all  times  the  facts  regarding  Mrs.  Hecht's  investment  needs 
and  objectives  and  the  handling  of  her  account  were  fully  avail- 
able to  defendants  from  the  account  papers  and  other  documents 
in  their  possession.  Defendants  point  to  no  facts  known  by  plain- 
tiff but  unknown  to  them  which,  if  known,  would  have  caused 
them  to  act  other  than  they  did. 

Finally,  it  is  clear  that  Harris,  Upham  &  Co.  did  not  rely  on 
Mrs.  Hecht  to  its  injury.  This  Court  has  stated  that: 

"The  defenses  of  laches  and  estoppel  do  not  spring  prin- 
cipally from  intent,  as  does  waiver,  but  from  injury  to  the 
deceived  party  caused  by  neglect  or  misleading  action  to  the 
delaying  party."  Royal  Air  Properties,  Inc.  v.  Smith,  333  F.2d 
568,  571  (9th  Cir.  1964)   (emphasis  added). 

See  also,  Moran  v.  Paine,  Webber,  Jackson  &  Curtis,  279  F. 
Supp.  573,  579  (W.D.Pa.  1967),  aff'd  389  F.2d  242  (3rd  Cir. 
1968),  ("There  has  been  shown  no  reliance  by  defendant  upon 
plaintiff's  conduct  to  its  injury.") 

Harris,  Upham  &  Co.  introduced  no  evidence  indicating  it  was 
"injured"  by  defrauding  plaintiff  over  a  nearly  seven-year  period. 
To  the  contrary,  it  was  unjustly  enriched  by  the  taking  of  $232,000 
in  commissions  and  interest  from  plaintiff's  account.  To  permit 
a  claim  of  estoppel  in  such  circumstances  would  be  analogous 
to  denying  the  victim  of  a  battery  compensation  for  all  injuries 
sustained  on  the  basis  she  did  not  call  for  help  quite  as  soon 
as  she  might. 
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It  is  apparent  that  it  is  plaintiff  and  not  defendants  who  detri- 
mentally relied  on  the  other's  conduct.  It  is  also  apparent  that 
plaintiff  was  the  victim  of  a  calculated,  deliberate  and  fraudulent 
scheme  and  that  the  true  facts  concerning  the  transactions  in  and 
the  condition  of  her  account  were  misrepresented  to  and  concealed 
from  her.  There  is,  therefore,  no  basis  in  fact  or  in  law  for 
applying  the  doctrine  of  estoppel  to  deny  plaintiff  compensation 
for  all  damages  sustained. 

B. 
LACHES 
1.     THE  DEFENSE  OF  LACHES  CANNOT  HERE  BE  APPLIED. 

The  defense  of  laches  exists  only  where  the  elements  are  shown 
which  would  support  a  finding  of  estoppel.  To  have  prevailed  with 
this  defense,  defendants  would  have  had  to  prove,  which  they  did 
not,  both  that  they  were  "deceived"  by  plaintiff  and  that  they 
were  injured  through  reliance  on  her  conduct.  Royal  Air  Proper- 
ties, Inc.  V.  Smith,  333  F.2d  568,  570-571  (9th  Cir.  1964).  Nor 
can  laches  be  invoked  in  an  action  for  damages.  Straley  v.  Uni- 
versal Uranium  and  Mill.  Corp.,  289  F.2d  370,  373  (9th  Cir. 
1961). 

c. 

WAIVER 
T.     WAIVER    OF    RIGHTS    UNDER    THE    SECURITIES    ACTS    CAN    ONLY    BE 
FOUND  WHEN  THERE   IS  EXPRESS,   INTENTIONAL  AND   UNEQUIVOCAL 
CONDUCT   EVIDENCING  THE  WAIVER. 

The  mere  fact  that  Mrs.  Hecht  failed  to  object  to  the  handling 
of  her  account  prior  to  March  1964 — the  only  conduct  of  plaintiff 
relied  upon  by  the  trial  court  to  support  its  finding  of  waiver — 
cannot  be  deemed  a  waiver  of  any  of  her  claims. 

Such  a  waiver  can  only  be  found  when  there  is  express  inten- 
tional conduct: 

"When  waiver  is  predicated  upon  facts  of  which  one  has 
inquiry,  but  not  actual  notice,  it  is  no  longer  intentional. 
We  feel  that  waiver  of  rights  under  the  Securities  Exchange 
Act  of  1934  should  he  limited  to  those  cases  where  it  is 
intended,  and  that  therefore  the  right  in  question  must  he 
found  to  he  actually  known  hefore  waiver  hecomes  elective." 
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.  .  .no  detriment  to  a  third  party  is  required  for  waiver, 
it  is  unilaterally  accomplished.  We  therefore  see  no  reason  to 
find  a  waiver  if  one  has  not  acted  with  full  knowledge  of 
his  rights." 

Royal  Air  Properties,  Inc.  v.  Smith,  333  F.2d  568,  571  (9th 
Cir.  1964)  (emphasis  added) 

Waiver  is  not  to  be  implied  contrary  to  a  party's  intention  and 
doubtful  cases  are  to  be  decided  against  a  waiver. 

X«w  Speegle,  Inc.  v.  Fields,   216  Cal.App.2d   546,   555 
(1963) 

To  sustain  a  claim  of  intentional  waiver,  defendants  were  re- 
quired to  establish,  which  they  did  not  do,  that  Mrs.  Hecht  was 
fully  aware  of  her  rights  under  the  Securities  Exchange  Act  and 
with  full  knowledge  of  them  intentionally  acted  to  the  contrary. 

The  failure  of  defendants  to  meet  this  strict  standard  is  made 
clear  by  a  comparison  with  the  Smith  case. 

Misrepresentations  were  made  to  Dr.  Smith  inducing  him  to 
make  a  substantial  investment  in  a  small  closely  held  corporation. 
Dr.  Smith  was  elected  a  director  and  both  he  and  his  attorney  at- 
tended meetings  of  the  Board  of  Directors.  The  defendants  as- 
serted that  Smith,  as  a  reasonable  man,  should  have  known  of  the 
misstatements  and  omissions  at  least  two  years  before  he  brought 
suit  and  that  he  failed  to  act  because  he  anticipated  that  a  reason- 
able profit  would  be  made  on  his  investment. 

Whether  Dr.  Smith  had  been  victimized  depended  upon  the  date 
another  investor  demanded  the  return  of  his  investment.  Although 
this  demand  was  discussed  at  a  Board  of  Directors  meeting  at- 
tended by  Dr.  Smith,  not  until  two  years  later  was  he  explicitly 
and  expressly  informed  of  the  date. 

With  this  background,  this  Court  approvingly  quotes  the  trial 
court: 

"The  court  remains  of  the  opinion  expressed  at  the  time 
of  the  original  trial,  namely,  that  there  were  many  factors 
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which  should  have  aroused  plaintiff's  suspicions  about  the 
true  nature  of  affairs  within  the  defendant  corporation  and 
that  it  would  not  have  been  difficult  for  him  to  have  fully 
informed  himself.  The  court  believes  now,  as  it  did  then, 
that  he  was  negligent — perhaps  grossly  so — in  this  regard, 
but  such  failure  does  not  necessarily  defeat  his  recovery  here. 
He  was  exceedingly  gullible  in  that  he  was  overtrusting,  but 
this  is  understandable  in  view  of  the  fact  that  his  professional 
activities  are  wholly  divorced  from  the  world  of  business." 
333  F.2d  at  572  (emphasis  added). 

This  Court  then  concludes: 

"Since  full  knowledge  of  the  Hargiss  claim  did  not  come  to 
appellee  until  after  he  had  done  the  acts  claimed  to  evidence 
waiver,  no  waiver  occurred."  333  F.2d  at  572  (emphasis 
added). 

If  Dr.  Smith  did  not  waive  any  rights  after  his  attorney  talked 
to  Hargiss  about  the  subject  matter  of  the  alleged  waiver,  it  is 
apparent  that  Mrs.  Hecht  cannot  be  said  to  have  waived  any  of 
her  claims.  She  talked  to  no  one  prior  to  March  1964  about  her 
account  and  was  not  expressly  informed  of  its  greatly  deteriorated 
condition,  that  non-dividend  paying  and  otherwise  unsuitable 
securities  were  purchased  for  her  account,  that  commodities  and 
short  transactions  were  inappropriate  for  one  in  her  circumstances 
and  were  resulting  in  tremendous  losses,  and  that  Mr.  Wilder  had 
converted  her  securities.  The  full  extent  of  the  improper  handling 
of  plaintiff's  account  and  the  resulting  damage,  and  therefore  the 
fact  and  nature  of  plaintiff's  rights  under  the  Securities  Exchange 
Act,  were  determined  only  after  exhaustive  accounting,  investment 
and  legal  analysis — all  performed  after  March  1964,  subsequent 
to  "the  acts  claimed  to  evidence  waiver". 

Congress  has  specifically  invalidated  prior  agreements  which 
waive  the  protections  of  the  Securities  acts.  Securities  Act  of  1933 
§14  (15  U.S.C.A.  §77  n);  Securities  Exchange  Act  of  1934 
§  29(a)   (15  U.S.C.A.  §  78  cc(a)  ) .  The  courts  have  uniformly  en- 
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forced  these  provisions.  E.g.,  Wilko  v.  Swan,  346  U.S.  427,  74  S.Ct. 
182,  98,  L.Ed.  168  (1953);  Reader  v.  Hirsch  &  Co.,  197  F.  Supp. 
Ill,  116  (S.D.N.Y.  1961).  Waivers  alleged  to  arise  from  an 
assumption  of  risk  should  likewise  be  severely  restricted  and  found 
to  occur  only  when  it  is  abundantly  clear  such  a  waiver  was  in- 
tended by  the  party  against  whom  it  is  asserted.  The  mere  failure 
to  object  to  another's  course  of  conduct  without  full  knowledge 
of  the  facts  is  not  sufficient. 

2.  MRS.  HECHT  DID  NOT  WAIVE  HER  RIGHT  TO  DAMAGES  ARISING 
FROM  THE  PURCHASE  OF  SPECULATIVE,  LOW-GRADE  AND  NON- 
DIVIDEND  PAYING  SECURITIES. 

One  of  plaintiff's  three  specific  claims  held  by  the  trial  court  to 
have  been  waived  is  her  right  to  claim  damages  because  defendants 
purchased  speculative,  low  grade  and  non-dividend  paying  securi- 
ties for  her  account.  283  F.Supp.  at  430. 

Mrs.  Hecht  had  no  knowledge  or  understanding  of  securities 
from  which  she  could  meaningfully  evaluate  a  security  as  specula- 
tive. As  set  forth  above  in  the  Statement  of  Facts  and  as  the  trial 
court  expressly  found  (283  F.Supp.  at  433),  her  understanding 
of  securities  was  definitely  limited  and  superficial.  Her  present 
investment  advisor  testified  she  had  no  understanding  or  even 
an  awareness  of  the  individual  securities  in  her  account  in  March 
1964  and  he  has  concluded  she  is  not  capable  of  managing  her 
financial  affairs  (R.T.  1898-1900).  Mrs.  Hecht  neither  attempted 
to  nor  was  she  capable  of  evaluating  the  merits  of  securities 
purchased  and  sold  for  her  account. 

Further,  the  confirmations  and  monthly  statements  sent  to  plain- 
tiff (Plaintiff's  Exhibits  21A-210),  the  exclusive  documents  relied 
upon  by  the  trial  court  to  establish  waiver,  did  not  place  Mrs. 
Hecht  in  any  better  position  to  know  that  her  account  was  being 
unsuitably  managed.  These  documents  merely  list  the  names  of  the 
company  involved  without  indicating  the  type  or  quality  of 
the  security.  Mrs.  Hecht  relied  upon  Mr.  Wilder  to  look  after 
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her  interests  and  accepted  his  every  recommendation  without 
challenge. 

Nor  did  Mrs.  Hecht  know  or  have  notice  that  many  of  the 
securities  selected  by  Mr.  Wilder  did  not  pay  dividends.  Every 
month  Mrs.  Hecht  received  a  check  with  a  voucher  attached 
marked  merely  "Dividends"  without  specifying  the  particular 
dividends  included  in  the  total  amount  (R.T.  2906-2908). 
The  monthly  statements  sent  to  Mrs.  Hecht  were  of  no  value  in 
informing  her  which  securities  paid  dividends  because  of  Mr. 
Wilder's  practice  of  taking  the  monthly  statement  from  her  shortly 
after  its  arrival.  Although  one  who  is  capable  of  reading  and 
understanding  monthly  statements  (not  an  easy  matter)  can  de- 
termine which  securities  paid  dividends  that  month  and  in  what 
amount,  to  determine  whether  a  particular  security  issue  pays  a 
dividend  and  in  what  amount  would  require  accumulating  the 
monthly  statements  for  the  entire  year  as  dividends  are  declared 
and  paid  at  varying  periods — quarterly,  semi-annually  or  annually. 
Since  Mrs.  Hecht  never  had  more  than  one  monthly  statement 
in  her  possession  at  any  one  time,  she  had  no  means  of  de- 
termining whether  her  securities  did  or  did  not  pay  dividends.  She 
did  not  take  down  figures  from  the  monthly  statements  while  they 
temporarily  were  in  her  possession  as  all  of  the  bookkeeping  re- 
garding her  accounts  was  performed  by  Mr.  Wilder. 

Likewise,  Mrs.  Hecht  had  no  knowledge  or  notice  that  overall 
her  net  dividend  income  was  declining  (Chart  V,  supra,  p.  23). 
The  monthly  dividend  check  sent  to  plaintiff  was  for  the  gross 
amount  of  the  dividends  received  the  previous  month  without  a 
deduction  for  the  interest  paid  that  month  on  the  margin  debit. 
By  substantially  increasing  the  margin  debit  (from  $46,000  when 
transferred  to  Harris,  Upham  &  Co.  in  May  1957  to  over  $200,000 
on  March  31,  1964 — see  Plaintiff's  Exhibit  289),  defendants  were 
able  to  purchase  and  hold  in  the  account  such  a  large  number  of 
securities  that  even  though  many  did  not  pay  dividends,  enough 
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did  so  that  the  gross  dividend  amount  sent  to  Mrs.  Hecht  was 
sufficiently  high  to  conceal  her  true  income  position. 

Mrs.  Hecht  did  not,  therefore,  have  actual  knowledge  prior  to 
March  1964  that  her  dividend  income  had  virtually  evaporated 
and  that  many  of  the  securities  purchased  for  her  paid  no  dividend 
or  were  otherwise  speculative  and  unsuitable  for  her.  Without 
such  actual  knowledge  Mrs.  Hecht  lacked  that  ''full  knowledge" 
which  is  a  prerequisite  to  a  finding  of  waiver. 

3.  PLAINTIFF  CANNOT  BE  HELD  TO  HAVE  WAIVED  HER  RIGHT  TO  CLAIM 
DAMAGES  ARISING  FROM  THE  PURCHASE  OF  COMMODITIES  FOR 
HER  ACCOUNT  WITHOUT  HER  KNOWLEDGE  OR  COMPREHENSION 
AS  TO  THEIR  SIGNIFICANCE  OR  SUITABILITY. 

Similarly,  plaintiff  cannot  be  held  to  have  waived  her  claim 
based  upon  the  unsuitability  of  commodities  transactions.  283 
F.Supp.  at  430.  The  trial  court  found  that  Mrs.  Hecht' s  com- 
prehension of  commodities  was  "virtually  nil"  and  that  her  entry 
into  commodities — upon  Wilder' s  "encouragement  and  recom- 
mendation"—  as  a  "relatively  unsophisticated  widow"  in  view 
of  her  need  and  objectives,  was  "remarkable."  283  F.Supp.  at 
433,  435.  These  findings  necessarily  preclude  finding  that 
plaintiff  comprehended  the  significance  and  suitability  of  com- 
modities or  that  she  had  an  appreciation  of  the  risks  they  entail. 
Without  actual  knowledge  of  the  risks  and  amounts  involved  by 
the  commodity  transactions,  plaintiff  cannot  have  waived  her 
right  to  object  to  their  suitability  solely  because  she  may  have 
known  there  were  commodities  in  her  account. 

Again,  the  documents  noted  by  the  trial  court  fail  to  apprise 
anyone,  let  alone  plaintiff,  of  the  risks  involved  in  commodity  trad- 
ing or  of  its  suitability  for  one  in  her  circumstances.  The  com- 
modity monthly  statements  do  not  reject  the  total  price  of  com- 
modities purchased  and  sold  in  the  account.  Nor  do  they  set  forth 
the  potential  profit  or  loss  on  commodities  held  in  the  account. 
The  monthly  statements  are,  therefore,  misleading  in  that  they  do 
not  reject  the  customer's  equity  or  true  cash  position  at  any  time. 
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Cf.  Newkirk  v.  Hayden,  Stone  &  Co.,  CCH  Fed.  Sec.  L.  Rep., 
para.  91,621  (S.D.  Calif.  1965);  17  C.F.R.  §  240.10b-5(2). 

Even  the  amounts  consumed  by  the  commodity  account  losses 
were  unknown  to  plaintiff  prior  to  March  1964.  As  transfers  of 
funds  were  repeatedly  made  in  both  directions  between  the  se- 
curities and  commodities  accounts,  only  detailed  bookkeeping 
encompassing  the  life  of  the  account  revealed  that  transfers  in 
excess  of  $245,000  were  made  from  the  securities  to  the  commodi- 
ties account  to  cover  the  total  commodity  losses  of  $176,000. 
Again,  Mrs.  Hecht  lacked  the  ability  to  keep  such  records,  made 
no  attempt  to,  and  was  even  denied  the  underlying  data  necessary 
for  such  computation  by  Mr.  Wilder's  practice  of  regularly  re- 
moving from  her  possession  all  the  papers  sent  to  her  by  Harris, 
Upham  &  Co. 

Further,  to  meet  the  test  of  waiver  established  by  the  Smith  case, 
it  would  need  to  be  shown  that  plaintiff  knew  and  understood  that 
civil  liability  existed  for  commodity  transactions,  a  legal  conclu- 
sion still  hotly  disputed  by  defendants. 

4.  MRS.  HECHT  DID  NOT  WAIVE  HER  RIGHT  TO  DAMAGES  BECAUSE  OF 
THE  SHORT  SALES  EFFECTED  FOR  HER  ACCOUNT  BY  DEFENDANTS 
(283  F.SUPP.  AT  430). 

Nothing  in  the  record  substantiates  that  Mrs.  Hecht  was  aware 
that  a  short  sale  differed  from  a  long  sale  or  that  she  understood 
the  greater  risks  inherent  in  short  transactions.  Although  the 
monthly  statements  listed  the  short  security  transactions  separately, 
they  gave  no  information  to  plaintiff  indicating  the  impropriety  of 
these  transactions  for  her.  Further,  plaintiff  could  not  have  even 
determined  the  amount  of  loss  sustained  on  these  transactions 
(over  $10,000)  as  she  did  not  have  in  her  possession  at  any  time 
the  monthly  statements  reflecting  both  sides  of  the  short  transac- 
tions. It  cannot,  therefore,  be  held  that  the  information  available 
to  plaintiff  from  the  account  documents  or  elsewhere  was  sufficient 
to  make  known  to  her  the  losses  from  and  impropriety  of  such 
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short  transactions  or  to  inform  her  that  she  could  claim  damages 
under  the  Securities  Exchange  Act  because  of  these  transactions. 

Only  after  proof  that  Mrs.  Hecht  had  vastly  greater  actual 
knowledge  than  she  in  fact  did,  could  it  be  said  that  she  waived 
any  of  her  claims  under  the  Securities  Exchange  Act.  Her  mere 
acquiescence  without  understanding  does  not  measure  up  to  the 
standard  of  "intentional  conduct"  required  for  the  establishment 
of  waiver  by  this  Court  in  Smith,  nor  conform  to  the  Congressional 
intent  to  restrict  waivers  of  the  protections  afforded  the  investing 
public  by  the  Federal  Securities  laws. 

5.      MRS.  HECHT  DID  NOT  WAIVE  DAMAGES  ARISING  FROM  DEFENDANTS' 
FAILURE  TO  MANAGE  HER  ACCOUNT  AS  AN  INVESTMENT  ACCOUNT. 

Based  upon  its  holding  of  waiver  of  these  three  specific  claims, 
the  trial  court  holds  that  plaintiff  waived  her  right  to  claim  dam- 
ages arising  from  defendants'  failure  to  manage  her  account  as 
an  investment  account  because  she  "knew"  of  the  true  manner  of 
its  management. 

There  is,  however,  nothing  in  the  record  indicating  that  plain- 
tiff could  distinguish  a  "trading"  from  an  "investment"  account 
or  that  she  "knew"  her  account  was  being  managed — as  de- 
fendants admit — as  a  trading  account  (R.T.  470).  To  the  con- 
trary, it  is  evident  that  plaintiff  was  at  best  optically  aware  that 
slips  of  paper  were  being  received  without  mental  comprehension 
of  their  contents. 

It  is  necessary  to  distinguish  between  the  quantitative  and  the 
qualitative  understanding  of  the  customer: 

"Defendants  further  assert  that  plaintiff's  right  to  recover 
is  barred  by  her  ratification  of  the  transaction  and  by  her 
laches.  They  rely  on  the  doctrine  that  an  allegedly  defrauded 
customer  cannot  stand  by  and  speculate  on  the  market,  rati- 
fying the  transaction  if  it  is  to  his  advantage,  and  disaffirm- 
ing it  if  it  produces  a  loss.  .  .  .  The  application  of  this  prin- 
ciple presupposes  that  the  victim  knows  of  his  right  to  dis- 
affirm. The  evidence  shows  that  by  phone  conversations, 
confirmation  slips  and  monthly  accounts,  plaintiff  was  ap- 
prised of  what  was  being  done  in  her  account;  and  that  she 
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was  able  to  keep  her  own  records  of  these  transactions.  This 
quantitative  appreciation  of  the  disposition  being  made  of 
her  resources  might  justify,  but  it  does  not  compel,  a  finding 
that  she  was  aware  of  the  lack  of  suitability  of  her  invest- 
ments, or  of  the  impropriety  of  the  manner  in  which  her 
account  was  being  handled.  The  evidence  supports  the  con- 
clusion, inherent  in  the  court' s  findings,  that  she  was  un- 
aware of  the  qualitative  nature  of  the  transactions  recom- 
mended by  her  advisor.  The  court  properly  found:  '13.  That 
the  plaintiff  was  not  guilty  of  contributory  negligence.'  " 

Twomey  v.  Mitchum,  Jones  &  Templeton,  Inc.,  262  A.C.A. 
759,  799  (1968)  (emphasis  added) 

The  number  of  slips  in  plaintiff's  possession  prior  to  their  being 
taken  by  Mr.  Wilder  weekly  or  more  often  was  insufficient  to  put 
her  on  notice  that  the  account  was  not  being  handled  as  her 
previous  Walston  &  Co.  account,  i.e.,  as  an  investment  account. 
An  investment  account  does  not  imply  a  total  absence  of  activity. 
That  more  slips  of  paper  were  now  being  received  than  from 
Walston  &  Co.  was  to  be  expected  because  of  the  vastly  increased 
(over  twelve  times)  value  of  the  account.  Nor  did  Mrs.  Hecht 
comprehend  the  significance  of  many  of  the  papers  received, 
unsuccessfully  seeking  an  explanation  of  them  from  Mr.  Wilder. 

For  a  fuller  treatment  of  this  point,  see  Plaintiff's  Memorandum 
of  Corrections  and  Comments  on  Hearing  of  October  20,  1967  and 
Reply  to  Defendants'  Comments  on  Said  Hearing,  C.T.  870-875. 

Plaintiff  was  gullible,  as  was  Dr.  Smith,  and  may  even  have  been 
negligent  in  not  seeking  assistance.  She  was  overtrusting  in  relying 
on  Mr.  Wilder  and  his  false  summaries  of  account,  although  this 
is  understandable  in  view  of  her  personality  and  her  physical  and 
mental  difficulties.  Certainly  it  should  not  be  said  that  a  lonely 
and  elderly  widow  without  business  experience  has  lost  her  right 
of  recovery  when  Dr.  Smith,  a  professional  male  of  good  physical 
and  mental  health,  did  not  waive  his  rights  by  failing  to  repudiate 
a  transaction  even  after  the  matter  had  been  partially  investigated 
by  his  attorney. 
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II 

PLAINTIFF  WAS  ENTITLED  TO  DAMAGES  BASED  UPON  A  COM- 
PARISON OF  THE  RESULTS  OF  THE  ACTUAL  MANAGE- 
MENT OF  HER  ACCOUNT  WITH  THE  RESULTS  WHICH 
WOULD  HAVE  BEEN  OBTAINED  HAD  HER  ACCOUNT  BEEN 
PROPERLY  MANAGED. 

The  trial  court  awarded  plaintiff  only  certain  damages  caused 
by  the  churning  of  her  account  and  denied  her  damages  based 
upon  a  "loss  of  bargain"  theory  as  measured  by  comparing  the 
actual  management  of  her  account  with  the  proper  management 
of  it  as  an  investment  account. 

A. 

THE  MEASURE  OF  DAMAGES  TO  BE  APPLIED  IS  THAT  WHICH  WILL 

MAKE  PLAINTIFF  WHOLE. 

The  measure  applied  by  the  trial  court  is  at  odds  with  the  basic 
and  long-established  principle  of  measuring  damages — that  the 
plaintiff  be  made  whole.-^^ 

"Compensation  is  the  fundamental  and  all  pervasive  prin- 
ciple governing  the  award  of  damages.  Compensation,  not 
restitution,  value,  not  cost,  is  the  measure  of  relief.  Whether 
the  action  be  ex  contractu  or  ex  delicto,  the  end  in  view  is 
the  same, — that  plaintiff  be  made  whole."^^ 

Plaintiff  is  entitled  to  recover  for  all  of  the  damages  she  has 
sustained  resulting  from  defendants'  tortious  conduct: 

"For  the  breach  of  an  obligation  not  arising  from  con- 
tract, the  measure  of  damages  ...  is  the  amount  which 
will  compensate  for  all  the  detriment  proximately  caused 
thereby,  whether  it  could  have  been  anticipated  or  not." 

California  Civil  Code  §  3333  (emphasis  added) 


14.  Zikratch  v.  Stillwell,  196  Cal.App.2d  535,  543  (1961)  ("the 
criteria  is  what  amount  will  reasonably  compensate  plaintiffs  for  the  injury 
they  suffered.") 

15.  William  B.  Hale,  Handbook  on  the  Law  of  Damages,  (2nd  Ed. 
by  Roger  W.  Cooley,  1912),  pp.  4-5.  See  also,  22  Am.Jur.2d  Damages, 
p.  28. 
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B. 
MRS.   HECHT  WAS  NOT  MADE  WHOLE  BY  THE  DAMAGES  AWARDED. 

Had  Mrs.  Hecht's  account  been  properly  handled  by  defendants 
as  an  investment  account,  she  would  not  have  suffered  the  fol- 
lowing detriments: 

1.  The  payment  of  the  $232,000  paid  to  Harris,  Upham  &  Co. 
as  commissions,  mark-ups  and  interest,  plus  the  payment  of  an 
additional  $7,900  in  transfer  taxes  and  charges.  The  transfer 
taxes  and  charges  are  discussed  infra  at  p.  54. 

2.  The  further  loss  on  commodity  transactions  of  $78,000 
(overall  loss  of  $176,000  less  commissions  paid  of  $98,000  in- 
cluded above) . 

3.  The  loss  of  dividend  income  she  would  have  received  had 
her  account  been  properly  managed. 

4.  The  loss  arising  from  the  conversion  of  the  Itek  and 
Colonial  securities. 

5.  The  payment  of  $57,000  in  Federal  and  $7,000  in  Cali- 
fornia income  taxes  on  securities  and  commodities  transactions. 

6.  The  decline  in  value  in  her  account  and  the  loss  of  capital 
appreciation  the  account  would  have  experienced  under  proper 
management. 

Although  the  trial  court  awarded  damages  for  items  1  (except- 
ing the  transfer  taxes  and  charges),  2,  3  and  4,  it  declined  to 
award  damages  for  items  5  and  6.  Plaintiff  contends  that  to  be 
made  whole  she  is  entitled  to  compensation  for  each  and  all  of 
these  items,  exclusive  of  any  duplication  of  damages. 

c. 

PLAINTIFF'S  DAMAGES  ARE  TO  BE  MEASURED   BY  COMPARING 

THE  ACTUAL  MANAGEMENT  OF  THE  ACCOUNT  WITH  THE 

RESULTS  OBTAINABLE  FROM  PROPER  MANAGEMENT. 

In  the  circumstances  of  the  present  case,  the  appropriate  meas- 
ure which  encompasses  all  of  the  damages  sustained  is  a  com- 
parison of  what  actually  happened  with  what  would  have  hap- 
pened had  the  account  been  properly  managed. 
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The  most  extended  and  comprehensive  discussion  to  be  found 
regarding  damages  in  churning  cases  appears  in  Churning  by 
Securities  Dealers,  80  Harv.  L.  Rev.  869  (1967).  It  is  there  stated 
that  although  exactitude  in  determining  damages  caused  by  churn- 
ing may  be  difficult,  in  theory  the  plaintiff  is  to  be  compensated 
for  "the  difference  between  what  he  would  have  had  if  the 
account  had  been  handled  legitimately  and  what  he  actually  did 
have."  80  Harv.  L.  Rev.  at  883. 

It  is  this  measure  which  also  has  been  recently  stated  by  a  Cali- 
fornia appellate  court  decision  to  be  most  appropriate  in  a  churning 
case: 

"The  most  rational  approach  in  a  case  of  this  nature  may 
well  be  a  comparison  of  the  actual  experience  with  a  theoret- 
ical properly  managed  account."  Twomey  v.  Mitchum,  Jones 
&  Templeton,  Inc.,  262  A.C.A.  759,  802  (1968). 

The  Harvard  Law  Review  article  discusses  three  possible  means 
of  computing  damages  so  as  to  make  the  plaintiff  whole.  The  first, 
that  of  requiring  the  return  of  profits  or  commissions  earned  by 
the  dealer,  is  not  appropriate  where  the  losses  exceed  the  commis- 
sions paid  and  is  criticized  for  bearing  "no  rational  relationship 
to  the  amount  of  harm  done  to  the  customer".  80  Harv.  L.  Rev. 
at  884. 

A  similar  criticism  has  been  made  of  this  measure  by  a  Cali- 
fornia appellate  court: 

"Such  a  rule  would  allow  a  stockbroker  to  fraudulently  in- 
duce his  clients  to  buy  a  certain  stock  and  escape  liability  in 
damages,  except  for  the  amount  of  the  commission,  by 
simply  showing  that,  at  the  time  of  the  purchase,  'the  actual 
value  of  that  which  he  received'  was  equal  to  'that  with  which 
the  defrauded  person  parted.'  We  do  not  think  that  this 
should  be  the  law."  Walsh  v.  Hooker  &  Fay,  212  Cal.App.2d 
450,461-462  (1963). 

The  second  means  proposed  is  the  one  historically  used  by  the 
Securities  Exchange  Commission  and  the  NASD  (see  Plaintiff's 
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Exhibits  271,27lA) — a  comparison  of  the  "customer's  final  posi- 
tion" with  "the  position  he  would  have  been  in  had  there  been  no 
trading  at  all."  80  Harv.  L.  Rev.  at  885.  This  means  is  to  be  util- 
ized when  a  "hands  off"  approach  is  justified  by  the  facts  of  the 
particular  case. 

The  third  means,  and  that  preferred  by  the  authors  of  the 
article,  is  to  award  the  plaintiff  "the  profits  that  a  properly  man- 
aged account  would  have  yielded."  80  Harv.  L.  Rev.  at  885.  The 
article  suggests  that  this  computation  be  based  upon  one  of  the 
indices  for  market  prices  generally,  or,  alternatively,  on  the  interest 
rate  applied  to  judgments  or  another  rate.  The  index  used  should 
vary  with  the  type  of  account  so  that  "an  account  trading  in  blue 
chip  stocks  might  be  more  appropriate  for  use  of  the  Dow- Jones 
average  than  one  trading  in  unlisted  securities."  80  Harv.  L.  Rev. 
at  885.  The  use  of  a  general  market  index  is  specifically  recom- 
mended for  use  when  there  has  been  a  market  decline. 

D. 
THE  DAMAGES  CAUSED  BY  DEFENDANTS'  FAILURE  TO  MANAGE  PLAIN- 
TIFF'S ACCOUNT  AS  AN  INVESTMENT  ACCOUNT  ARE  BEST  COMPUTED 
ON  THE  BASIS  OF  PROJECTING  FORWARD  THE  ORIGINAL  PORTFOLIO. 

Plaintiff  contends  that  her  loss  of  bargain  (i.e.,  the  comparison 
of  proper  management  with  the  actual  management)  is  here  most 
appropriately  computed  by  using  the  projected  value  of  the  initial 
portfolio.  Plaintiff  turned  over  to  Harris,  Upham  &  Co.  an  excep- 
tionally high  quality  portfolio  consisting  almost  entirely  of  divi- 
dend paying  blue  chip  securities.  Her  stated  desires  and  her  needs 
as  an  elderly  widow  with  no  other  source  of  income  were  to  pre- 
serve these  securities  and  their  substantial  dividend  income.  These 
securities,  if  maintained,  would  have  risen  in  value  by  March  31, 
1964  to  $1,026,775,  in  comparison  to  an  actual  value  of  the 
account  at  that  time  of  $251,308,  a  difference  of  $775,462.  Further, 
these  securities  would  have  provided  an  annual  dividend  income 
of  between  $26,000  and  $32,000  in  comparison  to  actual  annual 
net   dividend   income   received   of   from  $4,000   to   $17,000,    a 
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difference  in  net  dividend  income  for  the  life  of  the  account  of  over 
$108,000  (Plaintiff's  Exhibit  282). 

Tliese  figures  illustrate  the  detriment  sustained  by  plaintiff  be- 
cause of  defendants'  improper  and  unsuitable  handling  of  her 
account.  Although  plaintiff  has  not  and  does  not  contend  that 
there  should  have  been  a  complete  "hands  off"  policy  under  proper 
management,  there  are  here  compelling  reasons  for  using  the 
projected  value  to  compute  damages.  Because  of  the  quaUty  of  her 
initial  portfolio,  few  changes  would  have  been  called  for  had  it 
been  properly  managed.  Secondly,  Harris,  Upham  &  Co.  holds 
itself  out  as  an  expert  in  investment  affairs,  possessing  "experience, 
skill,  research  and  organization"  to  create  investment  plans  objec- 
tively based  on  the  needs  of  the  individual  (Plaintiff's  Exhibit  219; 
see  Plaintiff's  Trial  Memorandum  of  Fact,  C.T.  596-599).  It  is, 
therefore,  reasonable  to  assume  that  at  least  some  of  the  changes 
which  might  properly  have  been  made  would  have  improved  plain- 
tiff's position.  Projecting  forward  the  value  of  the  original  portfolio 
considers  all  of  the  securities  in  the  original  portfolio — those 
which  declined  or  appreciated  little  in  value  as  well  as  those  which 
greatly  appreciated.  The  standard  plaintiff  contends  should  here 
be  applied  is,  therefore,  a  conservative  standard — a  standard  below 
that  which  Harris,  Upham  &  Co.  sets  for  itself. 

Although  this  means  of  computing  the  results  of  proper  man- 
agement is  most  appropriate  for  the  reasons  stated,  alternative 
means  of  computation  exist.  First,  between  the  end  of  April  19^7 
(when  plaintiff's  portfolio  was  turned  over  to  Harris,  Upham  & 
Co.)  and  March  31,  1964  (when  the  account  was  transferred  out), 
the  Dow  Jones  industrial  list  rose  163%  while  during  the  same 
period  the  Standard  &  Poor's  300  stock  average  rose  170%.  This 
period  showed  one  of  the  greatest  advances  in  the  history  of  the 
stock  market  (R.T.  1906) . 

When  applied  to  the  original  value  of  plaintiff's  portfolio  of 
$533,161,  these  indices  result  in  final  values  for  the  account  of 
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$879,715  and  $906,373  respectively,  which  is  $628,407  and 
$655,065  more  than  the  actual  ending  value  of  $251,308. 

The  California  legal  rate  of  interest  on  judgments  of  7%  when 
applied  to  the  initial  portfolio  value  of  $533,161  and  compounded 
annually  for  a  period  of  six  years  and  eleven  months  (the  life  of 
the  account)  gives  an  ending  value  of  $851,539  for  the  account, 
which  is  $600,231  more  than  its  actual  value  on  March  31,  1964. 

Nor  is  it  appropriate  to  reduce  the  damages  computed  by  this 
measure  by  the  amount  of  capital  withdrawals  from  the  account 
except  to  the  extent  of  $9,000. 

Although  there  was  a  net  capital  withdrawal  from  plaintiff's 
account  at  Harris,  Upham  &  Co.  of  about  $88,000,  of  this  amount 
$64,000  was  used  by  plaintiff  to  pay  income  taxes  on  the  gains 
occurring  from  security  and  commodity  transactions  and  a  further 
$15,000  was  withdrawn  to  purchase  the  Colonial  shares  thereafter 
converted  by  Mr.  Wilder.  These  withdrawals  would  not  have  been 
necessary  had  plaintiff's  account  been  properly  managed  and 
should  not,  therefore,  enter  into  this  calculation  of  damages. 

As  the  trial  court  found,  proper  management  of  the  account 
also  would  have  resulted  in  plaintiff's  receiving  substantially 
greater  dividend  income  than  that  actually  received.  Plaintiff 
introduced  exhibits  based  upon  the  original  portfolio  (Plaintiff's 
Exhibits  281,  282)  establishing  that  this  additional  dividend  in- 
come would  have  been  between  $70,000  and  $108,000.  The  trial 
judge  awarded  damages  for  the  loss  of  dividend  income  in  the 
amount  of  $65,000  and  plaintiff  is  entitled  to  recover  for  this 
detriment  in  at  least  that  amount. 

Further,  plaintiff  is  to  be  compensated  for  the  Itek  and  Colonial 
conversions,  in  accordance  with  the  findings  and  award  of  the 
trial  court. 

Compensation  for  these  three  items  (i.e.  loss  of  growth,  loss  of 
dividend  income  and  conversion  of  Itek  and  Colonial  shares)  will 
encompass  the  other  items  of  detriment  earlier  listed — commis- 
sions and  interest  paid,  commodity  losses,  and  income  taxes  paid — 
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and  will  place  plaintiff  in  the  position  she  would  have  been  in 
March  1964  but  for  defendants'  improper  and  fraudulent  con- 
duct. It  is  in  this  position  that  plaintiff  is  entitled  to  be  placed  by 
the  award  of  damages. 

E 

THE  MEASURE  OF  DAMAGES  APPLICABLE  TO  A  BREACH  OF  FIDU- 
CIARY DUTY  ALSO  REQUIRES  THAT  PLAINTIFF  BE  AWARDED 
DAMAGES  FOR  THE  FULL  AMOUNT  OF  HER  LOSSES. 

The  District  Court  held  that  defendants  had  acted  improperly 
as  a  "fiduciary"  by  "clearly  and  unfairly"  transgressing  "reasonable 
limits"  in  the  handling  of  plaintiff's  account.  283  F.Supp.  at  440. 
The  finding  that  defendants  occupied  a  fiduciary  position  in  rela- 
tion to  plaintiff  is  in  accord  with  the  general  principle  that  stock- 
brokers are  fiduciaries.  See  infra,  pp.  56-57. 

The  principle  of  damages  applicable  in  cases  involving  a  breach 
of  fiduciary  duty — which  breach  plaintiff  alleged  as  a  pendent 
claim — is  compensation  for  all  detriment  proximately  caused  the 
plainti^,  whether  it  could  have  been  anticipated  or  not.  California 
Civil  Code  §  3333. 

A  recent  California  decision  notes  that  through  the  cases  in- 
volving breaches  of  fiduciary  duty  "runs  one  common  thread — a 
determination  that  the  faithless  fiduciary  shall  make  good  the  full 
amount  of  the  loss  of  which  his  breach  of  faith  is  a  cause."  Prince 
V.  Harting,  111  Cal.App.2d  720,  730  (I960).  See  also,  Foster  v. 
Keating,  120  Cal.App.2d  435,  443  (1953)  (For  breach  of  fidu- 
ciary duty  the  plaintiff  is  entitled  to  recover  all  "damages  and 
losses  sustained"  by  "reason  of  defendant's  misconduct.") 

The  California  courts  are  particularly  solicitous  of  the  plaintiff 
in  awarding  damages  when  the  defendants  have  abused  a  fiduciary 
relationship.  Walsh  v.  Hooker  &  Fay,  212  Cal.App.  2d  450,  461 
(1963);  Menefee  v.  Oxnam,  42  Cal.App.  81,  87-88  (1919); 
Purviance  v.  Shostak,  90  Cal.App.  2d  295,  297  (1949). 

When  a  trustee  breaches  his  trust  he  is  held  to  the  standard  of 
due  care  and  proper  management: 
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".  .  .  it  is  settled  law  that  a  violation  by  a  trustee  of  a  duty 
which  equity  lays  upon  him,  whether  willful  and  fraudulent 
or  done  through  negligence,  or  arising  through  mere  over- 
sight or  forgetfulness,  is  a  breach  of  trust  (3  Pomeroy's 
Equity  Jurisprudence,  sec.  1079) ,  and  he  may  be  charged  with 
rents,  profits,  interest,  income,  proceeds  of  sales,  and  the  like, 
which  he  never  in  fact  received,  but  which  he  might  and 
should  have  received  by  the  exercise  of  due  and  reasonable 
care,  diligence,  and  prudence  in  his  modes  of  dealing.  (Pom- 
eroy's Equity  Jurisprudence,  sec.  1070.)"  Gaver  v.  Early,  58 
Cal.App.  736,  737  (1923)   (emphasis  added). 

See  also,  Estate  of  Talbot,  l4l  Cal.App.  2d  309,  310,  320- 
327  (1956) 

Erickson  v.  Boothe,  111  Cal.App.2d  644,  648-650  (1954) 

The  principle  enunciated  by  these  California  cases  coincides 
with  that  which  plaintiff  contends  applies  to  her  claims  under  the 
Federal  Securities  laws — that  she  is  entitled  to  be  awarded  dam- 
ages based  upon  what  she  might  have  received  "by  the  exercise 
of  due  and  reasonable  care,  diligence,  and  prudence"  by  defend- 
ants as  brokers  holding  themselves  out  as  experts  in  the  field  of 
investments. 

Ill 

PLAINTIFF  SUFFERED  ITEMS  OF  DAMAGE  BECAUSE  OF  THE 
CHURNING  OF  HER  ACCOUNT  FOR  WHICH  SHE  WAS 
NOT  COMPENSATED. 

Even  accepting  the  trial  court's  position  that  plaintiff  is  limited 
to  claiming  only  those  damages  arising  from  the  churning  of  her 
account,  not  all  the  damages  proximately  caused  by  that  churning 
are  included  in  the  trial  court's  award. 

A. 

PLAINTIFF  IS  ENTITLED  TO  BE  COMPENSATED  FOR  INCOME  TAXES 

PAID  ON  SECURITIES  AND  COMMODITIES  TRANSACTIONS. 

The  trial  court  did  not  include  in  its  damage  award  any  of 
the  $64,000  it  found  plaintiff  paid  in  federal  and  state  income 
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taxes  on  the  gains  arising  from  the  securities  and  commodities 
transactions. 

Such  capital  gains  taxes  paid  are  properly  awarded  in  churning 
cases.  Stevens  v.  Abbott,  Proctor  &  Paine,  CCH  Fed.  Sec.  L.  Rep., 
para.  92,257  (E.D.  Va.  1968),  pp.  97,238-97,239.  Capital  gains 
taxes  have  also  been  awarded  wliere  a  trustee  improperly  sold 
stocks  from  the  trust.  Estate  of  Talbot,  l4l  Cal.App.  2d  309,  310, 
320-327  (1956). 

To  the  extent  that  such  taxes  were  paid  on  the  "excessive" 
transactions  found  by  the  trial  court,  they  represent  another  ele- 
ment of  damages  proximately  caused  by  and  attributable  to  de- 
fendants' churning  of  plaintiff's  account. 

Capital  gains  were  not  in  plaintiff's  best  interests  as  they  forced 
her  to  withdraw  capital  from  her  account  to  pay  taxes  on  the 
resulting  gains.  To  the  extent  that  the  gains  were  not  withdrawn 
for  taxes,  they  remained  in  the  account  and  were  utilized  by 
defendants  to  further  churn  the  account. 

The  trial  court  found  (283  F.  Supp.  Rt  425)  that  only  $24,000 
was  withdrawn  by  plaintiff  from  capital  for  other  than  the  payment 
of  taxes  in  the  seven  years  her  account  was  at  Harris,  Upham  & 
Co.  This  figure  includes  the  $15,000  withdrawn  to  purchase  the 
120  shares  of  Colonial  Savings  and  Loan  converted  by  Mr.  Wilder, 
and  does  not  consider  the  vastly  impaired  dividend  income  re- 
ceived on  the  account  caused  by  defendants'  improper  manage- 
ment. The  amount  withdrawn  by  plaintiff  for  her  own  use  was, 
therefore,  minimal  and  the  continual  sale  of  securities  by  de- 
fendants cannot  be  justified  by  any  interest  of  plaintiff. 

It  is  apparent,  therefore,  that  the  income  taxes  of  $64,000  paid 
on  the  securities  and  commodities  transactions  were  the  proximate 
result  of  the  churning.  Had  the  account  not  been  excessively  active, 
there  would  have  been  far  fewer  transactions  and  far  fewer  gains 
upon  which  to  pay  taxes. 

As  to  the  claim  that  part  of  these  taxes  were  on  non-excessive 
transactions,  since  the  defendants  are  responsible  for  the  loss  they 
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are  chargeable  with  the  entire  amount  for  failing  to  affirmatively 
establish  that  part  which  was  not  caused  by  their  improper  activity. 
Gratz  V.  Claughton,  187  F.  2d  ^G,  51-52  (2d  Cir.  1951). 

B. 
TRANSFER  TAXES  AND  CHARGES  SHOULD  ALSO  BE  AWARDED. 

Plaintiff  additionally  paid  as  a  result  of  the  excessive  activity  in 

her   account,  $7,900  in  federal,   state  and  SEC  transfer  taxes 

and  charges.  Although  this  figure  was  not  presented  to  the  trial 

court,  it  has  since  been  computed  by  plaintiff's  counsel  from  the 

confirmation  slips  sent  to  plaintiff  (Plaintiff's  Exhibits  2 IB,  2 ID, 

21F,  21H,  21J,  21L,  2lN  and  2lO).  It  is  an  item  of  damage 

comparable  to  the  commissions  paid  by  plaintiff  to  Harris,  Upham 

&  Co.  and  awarded  by  the  trial  court  which  were  listed  on  and 

computed  from  the  same  confirmation  slips.  Transfer  taxes  paid 

by  a  customer  were  recently  awarded  in  a  churning  case.  Stevens 

V.  Abbott,  Proctor  &  Paine,  CCH  Fed.  Sec.  L.  Rep.,  para.  92,257 

(E.D.  Va.  1968),  p.  97,239. 

c. 

THE  LOSS  OF  GROWTH  IN  THE  VALUE  OF  PLAINTIFF'S  ACCOUNT 
IS  ATTRIBUTABLE  TO  THE  CHURNING  OF  THE  ACCOUNT. 

Finally,  that  plaintiff  did  not  participate  in  the  general  growth 
in  the  value  of  securities  occurring  while  her  account  was  held  by 
Harris,  Upham  &  Co.  is  also  attributable  to  defendants'  churning 
of  her  account.  In  view  of  the  high  quality  of  the  securities  turned 
over  to  Harris,  Upham  &  Co.,  these  securities  if  left  intact,  would 
have  nearly  doubled  in  value  while  securities  values  in  general 
rose  substantially  between  May  1957  and  March  1964.  See  supra, 
p.  22. 

Because  defendants  churned  plaintiff's  account,  securities  which 
would  have  substantially  appreciated  in  value  were  sold  and 
the  proceeds  used  to  purchase  speculative  commodity  futures  and 
to  purchase  securities  which  declined  in  value  or  appreciated  to  a 
lesser  degree  than  those  originally  owned  by  plaintiff. 


55 

If  only  a  proper  number  of  transactions  had  been  effected  and 
plaintiff  thereby  left  with  all  or  virtually  all  of  her  original  port- 
folio, her  account  would  have  been  of  vastly  greater  value  in 
March  1964  than  it  was  in  fact.  The  excessive  purchases  and  sales 
prevented  Mrs.  Hecht  from  retaining  her  original  portfolio  and 
from  sharing  in  the  benefits  of  a  rising  market.  This  is  an  addi- 
tional detriment  suffered  by  her  and  for  which  she  is  entitled  to 
compensation. 

IV 

PLAINTIFF  WAS  ENTITLED  TO  AN  AWARD  OF  DAMAGES 
BASED  UPON  HER  PENDENT  CLAIM  THAT  DEFENDANTS 
BREACHED  THEIR  FIDUCIARY  DUTIES  AND  RESPONSIBILI- 
TIES OWED  TO  HER  UNDER  THE  LAWS  OF  CALIFORNIA. 

In  her  complaint,  and  ever  since  its  filing,  plaintiff  has  asserted 
a  pendent  claim  for  damages  based  upon  the  California  law  regard- 
ing the  duties  and  obligations  of  fiduciaries.  See  generally,  23  Cal. 
Jur.2d,  Fraud  and  Deceit,  pp.  9-21.  The  factual  basis  for  this 
claim  was  the  same  evidence  introduced  in  support  of  the  viola- 
tions of  the  Federal  Securities  laws  which  the  trial  court  found 
had  occurred.  Such  state  and  federal  claims  arising  out  of  the 
same  core  of  facts  are  properly  joined  in  a  single  federal  court 
action. 

Matheson  v.  Armbrust,  284  F.2d  670,  673-674  (9th  Cir. 

I960) 
Globus  V.  Law  Research  Service,  Inc.,  CCH  Fed.  Sec.  L. 

Rep.,  para.  92,226  (S.D.  N.Y.  1968),  p.  97,050 
United  Mine  Workers  v.  Gibbs,  383  U.S.  715,  721-729 

(1966) 
Moran  v.  Paine,  Webber,  Jackson  &  Curtis,  279  F.Supp. 
573,  577  (W.D.  Pa.  1967),  aff'd  389  F.2d  242  (3rd  Cir. 
1968) 

Although  the  trial  court  recognized  that  plaintiff  asserted  a 
claim  based  upon  a  breach  of  fiduciary  duty  under  the  law  of 
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California  and  found  that  defendants  had  "clearly  and  unfairly 
transgressed  reasonable  limits"  in  the  handling  of  plaintiff's 
account  as  a  "fiduciary"  (283  F.Supp.  at  427,  439-440),  it  did  not 
expressly  rule  upon  plaintiff's  pendent  common  law  claim.  Because 
of  its  bearing  upon  the  applicable  measure  of  damages  (see  supra, 
pp.  51-52)  plaintiff  was  entitled  to  a  ruling  upon  her  pendent 
claim  and  an  award  of  damages  based  upon  it. 

A. 

STOCKBROKERS  OCCUPY  A  FIDUCIARY  POSITION   IN  RELATION 
TO  THEIR  CUSTOMERS. 

Stockbrokers  in  general  are  fiduciaries  and  are  required  to 
adhere  to  a  high  state  of  honesty  and  morality  in  transactions 
with  their  customers.^* 

Regardless  of  any  special  reliance  or  dependence  by  the  cus- 
tomer on  the  broker,  as  was  present  in  this  case,  a  stockbroker 
has  a  duty  to  treat  all  customers  fairly  because  he  holds  himself 
out  as  a  professional  possessing  specialized  knowledge  and  tech- 
nical skills  and  he  cultivates  customers'  trust  and  confidence.-^''^ 

California  courts  have  repeatedly  recognized  that  stockbrokers 
are  fiduciaries. 

Twomey  v.  Mitchum,  Jones  &  Templeton,  Inc.,  262  A.C.A.  759, 
778  (1968): 

"The  relationship  between  broker  and  principal  is  fiduciary 
in  nature  and  imposes  on  the  broker  the  duty  of  acting  in  the 
highest  good  faith  towards  the  principal." 


16.  Smith  V.  Bear,  237  F.2d  79,  87-88  (2d  Cir.  1956);  Charles 
Hughes  &  Co.  V.  SEC,  139  F.2d  434,  436-437  (2d  Cir.  1943);  Opper 
V.  Hancock  Securities  Corp.,  250  F.Supp.  668,  676  (S.D.N.Y.  1966); 
Article  III,  Section  1,  NASD  Rules  of  Fair  Practices;  3  Loss,  Securities 
Regulation,  pp.  1482-1489. 

17.  See  generally,  Leavell,  Investment  Advice  and  the  Fraud  Rules, 
65  Mich.  L.  Rev.  1569,  1579-1595  (1967);  Mundheim,  Professional 
Responsibilities  of  Broker-Dealers,  The  Suitability  Doctrine,  1965  Duke 
L.J.  445;  Loomis,  Enforcement  Problems  Under  the  Federal  Securities 
Laws,  14  Business  Lawyer  665,  674-675  (1959). 
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Blackburn  v.  Dean  Witter  &  Co.,  201  Cal.  App.  2d  518,  523 
(1962) 

Walsh  V.  Hooker  &  Fay,  212  Cal.App.2d  450,  453  (1963) 

C£.  Witkin,  Summary  of  California  Law,  "Agency  and  Employ- 
ment," Sec.  26,  p.  404  (i960) 

Here,  the  special  and  unique  relationship  between  Mr.  Wilder 
and  Mrs.  Hecht  makes  indisputable  the  existence  of  a  fiduciary 
relationship.  There  can  be  no  question  of  the  absolute  and  total 
control  exercised  by  Mr.  Wilder  over  Mrs.  Hecht  and  her  account 
and  her  reliance  upon  him  to  handle  her  financial  affairs. 

B. 

UNDER  THE  LAW  OF  CALIFORNIA 

PLAINTIFF  IS  ENTITLED  TO  DAMAGES 

ARISING  FROM   DEFENDANTS'  FAILURE  TO   MANAGE  HER 

ACCOUNT  AS  AN   INVESTMENT  ACCOUNT. 

Where  a   confidential  relationship   exists,   full  and  complete 
information  respecting  the  subject  of  dealings  between  the  parties 
must  be  given  by  the  trusted  party  and  any  concealment,  misrep- 
resentation or  breach  of  duty  on  his  part  is  actionable  fraud. 
Calif.  Civil  Code  §  1573 

Stevens  v.  Marco,  147  Cal.App.2d  357,  378  (1956) 
Barron  Estate  Co.  v.  Woodruff  Co.,  163  Cal.  561,  576  (1912) 
("[B}y  virtue  of  this  agency  and  relationship  of  trust  and 
confidence,  it  became  the  high  duty  of  defendants  to  make 
full  disclosure  of  all  the  knowledge  which  they  possessed  and 
which  it  was  desirable  or  important  that  their  principal 
should  have.") 

Under  California  law,  the  one  in  whom  trust  and  confidence  is 
reposed  has  the  burden  of  showing  fairness  and  the  utmost  good 
faith  in  all  his  dealings  with  the  confiding  party  and  also  must 
show  that  he  has  not  abused  the  confidence  by  obtaining  any 
advantage  to  himself  at  the  expense  of  the  confiding  party. 
Calmon  v.  Sarraille,  l42  Cal.  638,  641  (1904) 
Devers  v.  Greenwood,  139  Cal.App.2d  345,  348   (1956) 
Cox  V.  Schnerr,  111  Cal.  371,  378-379  (1916) 
Johnson  v.  Clark,  1  Cal.2d  529,  534-535  (1936) 
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California  law  also  presumes  that  he  who  holds  the  confidence 
of  another  exercised  it  unduly  to  his  own  advantage  unless  it  is 
shown  that  the  confiding  party  had  independent  advice,  that  his 
action  was  the  result  of  his  own  volition,  and  that  he  both  under- 
stood the  act  and  comprehended  its  effect. 
Ross  V.  Conway,  92  Cal.  632  (1892) 
Walker  v.  Smith,  58  Cal.  App.  145,  150-153  (1922) 
Kteger  v.  Rich,  163  Cal.App.2d  651,  66^666  (1958) 
Chung  V.  Johnston,  128  Cal.App.2d  157,  164  (1954) 

In  contrast  to  these  high  standards  required  of  a  stockbroker  as 
a  fiduciary,  defendants  not  only  failed  to  act  with  Mrs.  Hecht's 
interests  as  the  uppermost  consideration,  but  intentionally  acted 
directly  contrary  to  her  interests  by  converting  her  securities  and 
misappropriating  her  assets  by  churning  her  account. 

It  is  clear  that  plaintiff  neither  understood  what  defendants  were 
doing  with  her  account  nor  did  she  have  any  independent  advice  re- 
garding her  securities.  Defendants  have,  therefore,  breached  the 
fiduciary  duties  and  responsibilities  they  owed  to  plaintiff  and,  as 
a  result,  plaintiff  has  been  severely  damaged — entitling  her  to  full 
compensation.  Had  defendants  looked  first  to  plaintiff' s  interests, 
the  account  would  have  been  managed  as  an  investment  account. 
Accordingly,  Mrs.  Hecht  is  entitled  to  the  damages  arising  from 
defendants'  failure  to  so  manage  her  account. 

Since  the  trial  court's  decision,  an  important  California  appel- 
late decision  has  been  rendered  which  sets  forth  in  detail  the  high 
standards  required  of  stockbrokers  under  California  law. 

Twomey  v.  Mitchum,  Jones  &  Templeton,  Inc.,  262  A.C.A. 
759  (1968) 

The  Twomey  decision  makes  clear  that  plaintiff  possesses  a  valid 
claim  against  defendants  under  the  law  of  California  for  their 
failure  to  properly  manage  her  account  as  an  investment  account 
and  that  she  is  entitled  to  recover  damages  based  upon  a  compari- 
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son  of  the  actual  management  of  the  account  with  its  proper 
investment  management.  Plaintiff  respectfully  directs  the  Court's 
attention  to  this  significant  decision. 

V 
PLAINTIFF   IS    ENTITLED   TO    DAMAGES   ARISING    FROM    DE- 
FENDANTS' VIOLATIONS  OF  THE  SUITABILITY  RULE. 

Section   2   of  Art.   Ill  of  the  NASD  Rules  of  Fair  Practice 

provides  • 

"In  recommending  to  a  customer  the  purchase,  sale  or 
exchange  of  any  security,  a  member  shall  have  reasonable 
grounds  for  believing  that  the  recommendation  is  suitable 
for  such  customer  upon  the  basis  of  the  facts,  if  any,  dis- 
closed by  such  customer  as  to  his  other  security  holdings  and 
as  to  his  financial  situation  and  needs." 

It  is  this  rule  which  plaintiff  contends  establishes  a  standard  of 
conduct  for  securities  brokers,  the  violation  of  which  gives  rise  to 
civil  liability.  The  trial  court  has  held  to  the  contrary.  283  F.Supp. 
at  430-431. 


THE  NASD  RULES  OF  FAIR  PRACTICE  ARE  AN  INTEGRAL  PART  OF  THE 

CONGRESSIONAL  SCHEME  FOR  REGULATION  OF 

THE  SECURITIES  INDUSTRY. 

The  primary  purposes  of  Congress  in  enacting  the  Securities 
Exchange  Act  of  1934  were  "to  protect  the  general  investing 
public"  {Baird  v.  Franklin,  l4l  F.2d  238,  244  (2d  Cir.  1944) 
(opinion  of  Clark,  J.,  dissenting  in  part)  )  and  to  "achieve  a  high 
standard  of  business  ethics  in  the  securities  industry."  SEC  v. 
Capital  Gains  Research  Bureau,  375  U.S.   180,   186  (1963).^'^ 

This  Court  has  recognized  that  the  end  sought  by  the  Securities 
Exchange  Act  of  1934  was  "the  lessening  of  fraudulent  and  sharp 


18.  See  generally,  Philip  A.  Loomis,  Jr.,  The  Securities  Exchange  Act  of 
1934  and  the  Invest^nent  Advisers  Act  of  1940,  28  Geo.  Wash.  L.  Rev. 
214  (1959). 
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practices  in  the  securities  market."  Fratt  v.  Robinson,  203  F.2d 
627,  631  (9th  Cir.  1953)  (emphasis  added).  See  also,  Errion  v. 
Connell,  236  F.2d  447,  454  (9th  Cir.  1958). 

Pursuant  to  these  purposes,  Congress  amended  the  Securities 
Exchange  Act  in  1938  to  provide  in  Section  15A  (15  U.S.C.A. 
§  78o-3)  for  the  formation  of  national  securities  associations 
under  the  general  and  direct  supervision  of  the  SEC.  The  NASD 
is  the  only  national  securities  association  registered  under  this 
provision  and  as  such  is  "a  creature  of  statute"  which  "is  pri- 
marily engaged  in  regulatory  activities. "^^ 

This  means  of  protecting  the  investing  public  was  intentionally 
selected  rather  than  the  alternative  means  of  expanding  the  SEC: 
"The  committee  believes  that  there  are  two  alternative 
programs  by  which  this  problem  could  be  met.  The  first 
would  involve  a  pronounced  expansion  of  the  organization 
of  the  Securities  and  Exchange  Commission  .  . .  and  a  minute, 
detailed,  and  rigid  regulation  of  business  conduct  by  law.  .  .  . 
The  second  of  these  alternative  programs,  which  the  com- 
mittee believes  distinctly  preferable  to  the  first,  is  embodied 
in  S.  3255.  This  program  is  based  upon  cooperative  regula- 
tion, in  which  the  task  will  be  largely  performed  by  rep- 
resentative organizations  of  investment  bankers,  dealers  and 
brokers,  with  the  Government  exercising  appropriate  super- 
vision in  the  public  interest,  and  exercising  supplementary 
powers  of  direct  regulation."^" 

A  registered  national  securities  association  is  required  to  adopt 
rules  designed  "to  prevent  fraudulent  and  manipulative  acts  and 


19.  Report  of  Special  Study  of  Securities  Markets  of  the  Securities  and 
Exchange  Commission,  H.R.  Doc.  No.  95,  88th  Cong.,  1st  Sess.,  pt.  4 
at  603  (1963)  (emphasis  added).  See  generally,  Weiss,  Registration  and 
Regulation  of  Brokers  and  Dealers  (BNA  1965),  ch.  24;  Marc.  A.  White, 
National  Association  of  Securities  Dealers,  Inc.,  28  Geo.  Wash.  L.  Rev. 
250  (1959). 

20.  S.  Rep.  No.  1455,  75th  Cong.,  3d  Sess.  3-4  (1938);  H.R.  Rep. 
No.  2307,  75th  Cong.,  3d  Sess.  4-5  (1938)  (emphasis  added). 
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practices,  to  promote  just  and  equitable  principles  of  trade  .  .  .  and, 
in  general,  to  protect  investors  and  the  public  interest."  15 
U.S.C.A.  §  78o-3(b)  (7)  (emphasis  added).  The  association  must 
discipline  its  members  for  violation  of  these  rules.  15  U.S.C.A. 
§78o-3  (b)(8). 

No  applicant  association  is  to  be  registered  by  the  SEC  unless 
the  association  has  such  rules  (15  U.S.C.A.  §  78o-3(b))  and  the 
SEC  is  authorized  to  abrogate,  alter  or  supplement  the  rules  of 
the  association.  15  U.S.C.A.  §78o-3(k). 

The  suitability  rule  set  forth  above  is  one  of  the  Rules  of  Fair 
Practice  adopted  by  the  NASD  (under  its  Congressional  mandate) 
which  the  SEC  has  found  are  "directed  toward  eliminating  abuses 
which  might  well  lead  to  the  defrauding  of  investors."  National 
Association  of  Securities  Dealers,  Inc.,  5  SEC  627,  631  (1939). 
In  light  of  the  legislative  background,  this  rule  is  a  substitute  for 
an  SEC  rule  and  should  provide  investors  with  the  same  rights 
as  do  SEC  rules  and  regulations.^^ 

B. 

IMPLIED  RIGHTS  OF  ACTION  ARE  AN   IMPORTANT  PART  OF  THE 
FEDERAL  SECURITIES  LAWS. 

Implied  rights  of  action  for  violations  of  the  Federal  Securities 
laws  and  rules  promulgated  thereunder  are  well  known.""  Their 
value  and  significance  have  been  strongly  endorsed  by  this  Court: 
"We  can  think  of  nothing  that  would  .  .  .  more  certainly 
tend  to  deter  fraudulent  practices  in  security  transactions 
and  thus  make  the  [Securities  Exchange]  Act  more  "reason- 
ably complete  and  effective'  than  the  right  of  defrauded 
sellers  or  buyers  of  securities  to  seek  redress  in  damages  in 
federal  courts." 


21.  For  further  details  of  the  legislative  history  and  background,  see 
Lowenfels,  Private  Enforcement  in  the  Over-the-Counter  Securities  Mar- 
kets: Implied  Liabilities  Based  on  NASD  Rules,  51  Cornell  L.  Q.  633, 
633-643  (1966). 

22.  See  generally,  Walter  P.  North,  Implied  Liability  Cases  Under  the 
Federal  Securities  Laiv,  4  Corp.  Prac.  Comm.  1  (1962). 
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Fratt  V.  Robinson,  203  F.2d  627,  632    (9th  Cir.   1953) 

(emphasis  added) 
See  also,  Matheson  v.  Armbrust,  284  F.2d  670,  674  (9th 

Cir.  I960). 

Private  rights  of  action  for  damages  have  been  impHed  by  this 
Court  to  give  "controlling  weight  to  what  seems  to  have  been  the 
dominant  policy  of  Congress  to  provide  complete  and  effective 
sanctions,  public  and  private,  with  respect  to  the  duties  and  obli- 
gations imposed  under  the  [Securities  Exchange  and  Securities} 
acts." 

Ellis  V.  Carter,  291  F.2d  270,  274  (9th  Cir.  1961)    (em- 
phasis added) 

The  United  States  Supreme  Court  has  recently  adopted  the 
same  position  as  this  Court  respecting  implied  rights  of  action 
under  the  Federal  Securities  laws. 

/.  /.  Case  Co.  v.  Borak,  377  U.S.  426,  430-435,  84  S.Ct. 
1555,  1559-1561,  12  L.Ed.  2d  423  (1964) 

The  present  Chairman  of  the  SEC  has  also  strongly  endorsed 
private  rights  of  action  as  a  necessary  means  of  policing  the  secu- 
rities industry: 

''The  courts'  willingness  to  imply  a  right  of  action  to  per- 
sons, for  whose  benefit  Rule  lOb-3  and  other  provisions  of 
the  securities  laws  were  adopted,  is  a  happy  and  healthy 
development. 

"  .  .  .  I  view  the  private  right  of  action  as  important,  if  not 
indispensable,  for  a  number  of  reasons.  First,  as  a  practical 
matter,  the  Commission  could  not  have  initiated  all  the  suits 
which  have  reached  the  Courts  of  Appeals  in  recent  years. 
We  just  don't  have  the  manpower.  As  is  true  with  much  of 
our  work,  we  rely  on  other  people  and  institutions  to  assist 
in  the  enforcement  and  development  of  the  securities  laws. 
...  It  seems  almost  embarrassing  to  find  it  necessary  to 
argue,  from  time  to  time,  that  proper  redress  of  private 
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wrongs  must  not  be  denied  because  of  the  inadequacy  of  our 
resources  or  because  of  our  unwillingness,  for  any  reason, 
to  champion  every  cause. 

"Indeed,  the  existence  of  the  private  right  of  action  enables 
the  Commission  to  make  a  more  substantial  contribution  to 
the  growth  of  the  law  of  corporate  responsibility  than  it 
could  otherwise.  Whatever  expertise  we  have,  we  offer 
through  our  amicus  curiae  participation  in  cases  which  we  or 
the  courts  believe  particularly  significant." 

Manuel  F.  Cohen,  The  Development  of  Rule  lOb-3,  23 
Business  Lawyer  593,  596-597  (1968)   (emphasis  added) 

c. 

THE  SUITABILITY  RULE  IS  AN  APPROPRIATE  RULE  FOR  THE  IMPLICATION 
OF  A  PRIVATE   RIGHT  OF  ACTION. 

The  most  extended  judicial  discussion  of  implied  rights  under 
the  NASD  Rules  of  Fair  Practice  appears  in  Colonial  Realty  v. 
Bache  &  Co.,  358  F.2d  178  (2d  Cir.  1966),  cert,  denied,  385  U.S. 
812  (1961).  This  decision  was  heavily  relied  upon  by  the  trial 
court  in  denying  plaintiff's  claim  based  upon  the  suitability  rule. 

In  Colonial  Realty,  Judge  Friendly  held  that  there  was  no  im- 
plied right  of  action  to  recover  for  a  violation  of  the  NASD  Rule 
of  Fair  Practice  which  requires  its  members  to  "observe  high 
standards  of  commercial  honor  and  just  and  equitable  principles 
of  trade."  NASD  Rules  of  Fair  Practice,  Art.  Ill  §  1. 

In  so  ruling,  however,  Judge  Friendly  recognized  that  certain 
NASD  rules  could  appropriately  serve  as  the  basis  for  an  implied 
right  of  action: 

"Implication  of  a  private  right  of  action  may  be  suggested 
.  .  .  from  such  considerations  as  the  protection  intended  by 
the  legislature  and  the  ineffectiveness  of  existing  remedies, 
administrative  and  judicial,  fully  to  achieve  that  end."  358 
F.2d  at  181. 
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In  making  a  decision  as  to  a  particular  rule,  Judge  Friendly 
suggests  that  courts  "look  to  the  nature  of  the  particular  rule  and 
its  place  in  the  regulatory  scheme."  358  F.2d  at  182. 

The  nature  and  place  of  the  suitability  rule  are  appropriate 
for  implying  a  private  right  of  action.  The  rule  is  part  of  the 
dominating  Congressional  purpose  to  lessen  fraudulent  and  sharp 
practices  in  the  securities  markets  and  to  provide  effective  private 
sanctions  designed  to  achieve  this  end  and  to  achieve  a  "high 
standard  of  business  ethics  in  the  securities  industry."  SEC  v.  Capi- 
tal Gains  Research  Bureau,  375  U.S.  180,  186  (1963). 

D. 

THE    SUITABILITY    RULE    IS    AN    EXPLICIT    AND    CLEARLY    DEFINED    RULE 

WHICH    WAS   VIOLATED    BY    DEFENDANTS    IN    THEIR    HANDLING 

OF  PLAINTIFF'S  ACCOUNT. 

Contrary  to  the  vague  and  ill  defined  limits  which  Judge 
Friendly  found  inherent  in  "just  and  equitable  principles  of  trade" 
(358  F.2d  at  182),  the  limits  of  the  suitability  rule  are  clear.  It 
requires  a  broker  to  have  reasonable  grounds  for  believing  that 
recommendations  made  to  a  particular  customer  are  suitable  for 
that  customer.  The  application  of  the  rule  is  limited  to  the  specific 
situation  where  a  broker  makes  a  recommendation,  and  its  com- 
mand is  explicit.  Any  fear  that  tlie  implication  of  civil  liability 
for  a  violation  of  the  rule  will  extend  federal  law  into  uncharted 
and  uncertain  areas  is  unfounded. 

Similarly  without  basis  is  the  trial  court's  expressed  concern 
(283  F.  Supp.  at  431)  that  implying  civil  liability  under  this  rule 
will  result  in  the  courts  second-guessing  the  market  judgments 
of  a  broker  and  possibly  finding  him  liable  for  fraud  when  he 
has  acted  in  "good  faith." 

The  suitability  rule  does  not  establish  as  a  standard  that  the 
market  judgment  of  the  broker  be  in  fact  reasonable  for  the 
customer.  What  it  does  require  is  that  the  broker,  on  the  basis  of 
the  information  available  to  him,  have  reasonable  grounds  for 
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believing  that  his  recommendation  is  suitable  for  the  particular 
customer.  One  who  in  "good  faith"  makes  a  recommendation  to  a 
specific  customer  will  of  necessity  have  the  reasonable  grounds 
which  satisfy  the  rule. 

Harris,  Upham  &  Co.  itself  recognizes  that  "suitability"  goes 
beyond  the  question  of  market  judgment,  for  its  supervising  policies 
require  both  the  registered  representative  and  the  supervising 
manager  of  a  branch  office  to  make  certain  that  only  suitable 
recommendations  are  made  to  a  customer  (Plaintiff's  Exhibit  13 
(p.  1);  R.T.  469-470,  473,  2139). 

The  NASD  and  the  SEC  have  found  the  suitability  doctrine 
definite  enough  to  serve  as  the  basis  for  disciplinary  action  against 
brokers  without  resorting  to  "second  guessing"  of  market  judg- 
ments. 

Boren&  Co.,  40  SEC  217,  222  (i960) 
Thomas  Arthur  Stewart,  20  SEC  196  (1945) 
Powell  &  McGowan,  Inc.,  SEC  Securities  Exchange  Act 
Release  No.  7302  (April  24,  1964)    (Where  high  risk 
securities  were  recommended  to  a  79  year-old  retired 
customer  who  lived  alone.) 
Gerald  M.  Greenberg,  40  SEC  133,  137-138  (i960)  (Suit- 
ability rule  violated  where  broker-dealer  failed  to  inquire 
into  and  determine  investment  needs  and  objectives  of 
his  customer.) 

Further,  the  proposed  Rules  under  the  California  Corporate 
Securities  Law  of  1968  specifically  require  California  broker- 
dealers  to  adhere  to  the  suitability  rule  and,  for  failure  to  do  so, 
severe  criminal  penalties  may  be  imposed:-^ 

"260.218.2.  Suitability  of  Recommendations.  Any  non- 
registered  broker-dealer  and  any  agent  employed  by  such  a 
broker-dealer  who  recommends  to  a  customer  the  purchase, 

23.  Violation  subjects  the  offender  to  up  to  10  years  in  jail,  a  fine  of 
$10,000,  or  both.  California  Corp.  Code  §  25540. 
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sale  or  exchange  of  any  security  shall  have  reasonable 
grounds  to  believe  that  the  recommendation  is  not  unsuitable 
for  such  customer  on  the  basis  of  information  furnished 
by  such  customer  after  reasonable  inquiry  concerning  the 
customer's  investment  objectives,  financial  situation  and 
needs,  and  any  other  information  known  by  such  broker- 
dealer  or  agent." 

The  suitability  rule  is,  therefore,  something  far  more  than  a 
professional  or  ethical  rule  of  guidance.  It  is  a  duty  incumbent 
upon  the  stockbroker  which  is  recognized  by  Harris,  Upham  & 
Co.,  by  the  securities  industry,  by  the  SEC,  and  by  the  law  of  Cali- 
fornia. //  its  violation  can  result  in  the  imposition  of  disciplinary 
and  even  criminal  sanctions,  its  violation  should  also  result  in  the 
lesser,  and  often  more  elective,  sanction  of  civil  liability.  Such 
liability  has  been  impliedly  recognized  by  at  least  one  federal 
court.  Merrill  Lynch,  Fierce,  Fenner  &  Smith,  Inc.  v.  Bocock,  247 
F.Supp.  373,  il6-ill,  380  (S.D.  Tex.  1965). 

The  applicability  of  the  suitability  rule  to  the  facts  of  the 
present  case  is  evident.  The  NASD  has  found  that  the  rule  was 
violated  by  defendants  in  the  handling  of  Mrs.  Hecht's  account. 
It  has  found  that  "each  and  every  transaction,  considered  in 
relation  to  all  other  transactions  and  in  relation  to  the  account 
overall,  was  unsuitable."  Appendix  A,  p.  21.  The  NASD  further 
found  that  the  sole  act  of  "putting  an  elderly  widow  of  failing 
faculties  into  non-income  producing  and  speculative  holdings 
[i.e.,  commodities  and  many  of  the  securities]  is  itself  an  act  of 
'unsuitability'  of  such  magnitude  to  require  revocation."  Appen- 
dix A,  p.  21. 

Defendants'  improper  management  of  the  account  goes  far 
beyond  the  question  of  "market  judgment"  on  a  particular  trans- 
action. It  involves  a  course  of  conduct  over  a  number  of  years 
during  which  defendants  recommended  and  effected  commodities 
transactions,  short  transactions  and  the  purchase  of  innumerable 
non-divided  paying  and  speculative  securities  which  they  knew 
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were  inappropriate  for  a  widow  needing  dividend  income  and 
stability  of  principal.  To  impose  liability  for  this  conduct  is  not 
to  "second  guess"  a  broker  but  to  accept  the  only  possible  con- 
clusion from  the  evidence — that  defendants  managed  Mrs.  Hecht's 
account  without  giving  the  slightest  consideration  to  her  needs 
and  objectives. 

If  a  case  arises  involving  a  close  question  of  whether  a  broker 
should  or  should  not  have  made  a  particular  recommendation,  the 
courts  are  well  equipped  to  handle  such  a  situation.  This  is  not 
such  a  case,  and  speculation  as  to  what  might  happen  in  a  hypo- 
thetical fact  situation  should  not  preclude  plainti^  from  recover- 
ing for  what  did  happen  to  her. 

It  is  admitted  by  defendants  that  plaintiff's  account  was  man- 
aged as  a  trading  account  and  no  claim  is  advanced  or  made  that 
such  management  was  appropriate  or  suitable  for  one  in  Mrs. 
Hecht's  circumstances.  Had  defendants  properly  and  suitably 
managed  plaintiff's  account  as  an  investment  account,  she  would 
have  participated  in  the  general  increase  in  the  value  of  securities 
which  occurred  between  1957  and  1964  as  well  as  receiving  sub- 
stantially greater  dividend  income  than  she  did.  Defendants'  un- 
suitable recommendations  and  management  prevented  her  from 
receiving  these  benefits,  and  she  is  entitled  to  compensation  for 
the  loss  of  these  benefits  by  an  award  of  damages. 

VI 

PLAINTSFF  WAS  ENTITLED  TO  AN  AWARD  OF  PUNITIVE  DAM- 
AGES BECAUSE  OF  DEFENDANT'S  FRAUDULENT  AND  IM- 
PROPER CONDUCT. 

"For  the  generality  of  men  are  naturally  apt  to  be  swayed  by 
fear  rather  than  by  reverence,  and  to  refrain  from  evil  rather 
because  of  the  punishment  that  it  brings  than  because  of  its 
own  foulness." 
Aristotle,  Nichomachean  Ethics,  bk.  X,  ch.  9  (translated 
by  F.  H.  Peters,  London,  l4th  Ed),  p.  346 
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Although  the  trial  court  held  that  punitive  damages  could  have 
been  awarded  in  this  case,  it  declined  to  do  so  because  of  its 
allowance  of  pre-judgment  interest  on  a  portion  of  the  judgment, 
and  because  defendants  "are  subject  to  disciplinary  proceedings 
before  the  National  Association  of  Securities  Dealers."  283  F. 
Supp.  at  445. 

These  reasons,  it  is  submitted,  are  insufficient  and  amount  to  an 
abuse  of  discretion  when  utilized  to  deny  an  award  of  punitive 
damages. 

Pre-judgment  interest  was  applied  only  to  part  of  the  total 
damages  awarded — the  $232,000  paid  by  plaintiff  to  Harris, 
Upham  &  Co.  in  commissions  and  interest.  Further,  the  partial 
pre-judgment  interest  is  compensatory  rather  than  punitive  in 
nature  in  that  it  was  calculated  from  March  31,  1964  to  the  date 
of  judgment  herein.  Had  this  amount  not  been  wrongfully  taken 
from  plaintiff,  she  would  have  been  able  to  earn  a  return  on  it 
through  its  investment.  The  award  of  interest,  therefore,  only 
substitutes  for  what  she  would  otherwise  have  earned  on  this 
amount.  Finally,  defendants  have  had  the  beneficial  use  of  all  of 
the  funds  wrongfully  taken  from  plaintiff  since  even  before  March 
1964.  Having  to  pay  interest  on  this  amount  merely  forces  them 
to  repay  a  part  of  the  profits  they  received  on  the  funds  misappro- 
priated from  Mrs.  Hecht. 

The  proceedings  against  Harris,  Upham  &  Co.,  Mr.  Wilder  and 
Mr.  Mejia  before  the  NASD  had  only  reached  the  hearing  stage 
at  the  time  the  trial  court  handed  down  its  decision.  At  that  time 
there  was  no  certainty  that  a  determination  would  be  made  nor 
any  certainty  that  discipline  would  be  imposed  against  defendants 
for  their  improper  and  fraudulent  handling  of  Mrs.  Hecht' s 
account. 

Since  the  District  Court's  decision,  the  NASD  has  disciplined 
defendants  for  violations  of  the  NASD  Rules  of  Fair  Practice 
found  to  have  occurred  in  the  handling  of  Mrs.  Hecht's  account. 
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The  decision  of  the  NASD  is  attached  hereto  as  Appendix  A  and 
is  incorporated  herein  by  reference. 

Especially  for  a  second  offense  (see  infra,  pp.  71-72),  the  cen- 
sure and  fine  of  $50,000  imposed  by  that  decision  on  Harris, 
Upham  &  Co.  are,  it  is  submitted,  merely  a  "slap  on  the  wrist"  to 
a  national  firm  of  the  stature  of  Harris,  Upham  &  Co.  having 
gross  assets  in  excess  of  $135  million. 

"If  the  purpose  of  punitive  damages  is  to  punish  and  to  act 
as  a  deterrent,  a  verdict  which  is  not  in  such  sum  as  to  make 
itself  felt  upon  an  offender  defeats  that  purpose.  Unless  it 
is  of  sufficient  substance  to  'smart,'  the  offender  in  effect  pur- 
chases a  right  to  libel  another  for  a  price  which  may  have 
little  or  no  effect  upon  him.  Indeed,  in  such  a  situation  a 
defendant,  instead  of  being  deterred  from  a  repetition  of  his 
offense,  may  be  encouraged  to  renew  his  assault."  Reynolds 
V.  Pegler,  123  F.Supp.  36,  41-42  (S.D.N.Y.  1954),  aff'd 
223  F.2d  429  (2d  Cir.  1955),  cert,  denied,  350  U.S.  846 
(1955). 

See  also.  Comment,  Exemplary  Damages  Awarded  for 
Breach  of  Fiduciary  Duty,  33  N.Y.U.L.  Rev.  877,  880-881 
(1958). 

The  conduct  engaged  in  by  defendants  clearly  calls  for  the 
imposition  of  substantial  punishment  so  as  to  deter  it  and  others 
from  similar  conduct.  The  NASD  discipline  is  not  likely  to  do  so. 
Further,  the  imposition  of  even  the  light  NASD  sanctions  can  be 
indeterminably  delayed  by  Harris,  Upham  &  Co.  through  the  use 
of  appeals,  first  to  the  Board  of  Governors  of  the  NASD,  then  to 
the  SEC,  and  finally  to  the  federal  courts.  An  appeal  to  the  NASD 
Board  of  Governors  has  already  been  instituted  by  Harris,  Upham 
&  Co.-^ 


24.  Plaintiff  has  requested  the  Board  of  Governors  to  pay  over  to  her 
the  fines  levied  against  defendants  if  and  when  the  fines  are  collected. 
Such  a  payment  to  a  customer  is  not  provided  for  by  the  NASD  rules 
and  has  never  before,  to  the  knowledge  of  plaintiff's  counsel,  been  made 
by  the  NASD. 
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Punitive  damages  are  appropriate  for  intentional  violations  of 
the  Federal  Securities  laws.  Note,  Measurement  of  Damages  in 
Private  Actions  Under  Rule  lOb-3,  Wash.  U.  L.  Q.  165,  168 
(1968);  Comment,  Churning  By  Securities  Dealers,  80  Harv.  L. 
Rev.  869,  885  (1967). 

It  is  here  particularly  appropriate  that  the  judgment  not  be 
limited  to  compensatory  damages  for  this  requires  Harris,  Upham 
&  Co. 

"to  do  no  more  than  return  the  money  which  [it]  had  taken 
from  the  plaintiff.  In  the  calculation  of  his  expected  profits, 
the  wrongdoer  is  likely  to  allow  for  a  certain  amount  of 
money  which  will  have  to  be  returned  to  those  victims  who 
object  too  vigorously,  and  he  will  be  perfectly  content  to 
bear  the  additional  cost  of  litigation  as  the  price  for  continu- 
ing his  illicit  business.  It  stands  to  reason  that  the  chances  of 
deterring  him  are  materially  increased  by  subjecting  him  to 
the  payment  of  punitive  damages."  Walker  v.  Sheldon,  10 
N.Y.  2d  401,  406,  223  N.Y.S.2d  488,  492,  179  N.E.2d  497, 
499  (1961). 

In  addition  to  deterring  fraud  generally  in  the  purchase  and 
sale  of  securities,  punitive  damages  "serve  the  desirable  function, 
certainly  in  cases  involving  limited  amounts  of  compensatory  dam- 
ages (such  as  that  here)  of  insuring  that  victims  of  a  scheme  to 
defraud  .  .  .  will  not  find  themselves  without  an  effective  legal 
remedy"  for  "\m']any  defrauded  investors  fail  to  sue  either  because 
they  are  unaware  of  a  misrepresentation  or  lack  the  funds  to  finance 
such  expensive  litigation."  Globus  v.  Law  Research  Service,  Inc., 
CCH  Fed.  Sec.  L.  Rep.,  para.  92,226  (S.D.N.Y.  1968),  pp.  97,049, 
97,053  (emphasis  added).  Cf.  Hornstein,  Legal  Therapeutics:  The 
"Salvage"  Factor  In  Counsel  Fee  Awards,  69  Harv.  L.  Rev.  658, 
663,682  (1956). 

The  preparation  and  presentation  of  this  case  required  the  ex- 
penditure of  thousands  and  thousands  of  hours  of  counsels'  and 
accountants'  time — as  well  as  the  expenditure  of  many  thousands 
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of  dollars  in  costs  and  expenses.  It  is  one  of  the  jew  such  cases 
ever  tried  to  a  court,  and  it  affords  a  unique  opportunity  to  set  the 
standards  of  conduct  for  an  entire  industry  and  to  make  clear  that 
the  courts  will  not  countenance  fraudulent  and  improper  conduct 
by  brokers  in  the  handling  of  customers'  accounts. 

It  is  particularly  to  be  noted  that  this  is  not  a  case  ''brought 
against  people  of  prior  impeccable  reputation"  and  thus  cannot  be 
considered  in  itself  as  a  sufficient  deterrent  to  any  future  similar 
conduct.  Stevens  v.  Abbott,  Proctor  &  Paine,  CCH  Fed.  Sec.  L. 
Rep.,  para.  92,257  (E.D.  Va.  1968),  p.  97,236  (emphasis  added). 

As  the  NASD  has  noted: 

".  .  .  it  is  also  appropriate  to  note  that  Karris,  Upham  was 
censured  by  this  Committee  in  ]uly  1 938  for  a  lack  of  super- 
vision in  its  San  Francisco  office.  The  Committee's  action 
was  affirmed  by  the  Board  of  Governors.  This  discipline 
was  imposed  after  the  filing  of  a  complaint  on  April  10, 
1957,  charging  Harris,  Upham,  one  of  its  registered  repre- 
sentatives, and  another  firm  with  violations  arising  from  the 
parking  and  interpositioning  of  securities  owned  by  Harris, 
Upham. 

"The  position  of  Harris,  Upham  was  that  it  was  not  an 
active  participant  in  the  transaction  handled  by  its  registered 
representative.  The  decision  of  this  Committee  responded  as 
follows: 

'A  member  firm  of  the  Association  cannot,  of  course,  be 
expected  to  discover  immediately  every  violation  of  the 
Rules  of  Fair  Practice  which  is  committed  by  its  em- 
ployees. In  this  case,  however,  the  transactions  were  car- 
ried on  over  a  period  of  time,  and  we  are  forced  to  the 
conclusion  that  a  number  of  the  transactions  could  have 
been  prevented  if  proper  standards  of  supervision  had 
been  followed  by  Harris,  Upham.' 

"Thus,  Harris,  Upham  was  especially  placed  upon  notice  by 
this  Committee  of  the  inadequacy  of  its  supervision  of  its 
registered  representatives  in  San  Francisco  at  the  very  time 
Mr.  Wilder  first  became  employed  and  at  the  very  time  Mrs. 
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Hecht  first  became  a  customer  of  Harris,  Upbam.  This  spe- 
cial notice  of  inadequate  supervision  further  highlights 
Harris,  Upham's  failure  to  supervise  Mr.  Wilder,  a  new 
employee,  adequately  and  his  handling  of  Mrs.  Hecht's 
account. 

".  .  .  had  adequate  procedures  and  practices  been  in  effect, 
the  improper  handling  of  Mrs.  Hecht's  account  by  Mr. 
"Wilder  would  have  been  detected  and  would  not  have  been 
permitted  to  continue  for  almost  seven  years."  See  Appendix 
A,  pp.  30-31  (emphasis  added). 

The  trial  court  erroneously  excluded  this  evidence  of  the  prior 
NASD  censure  (R.T.  4406-4410)  and  denied  plaintiff's  motion 
to  reopen  the  case  on  the  issue  of  punitive  damages.  The  motion 
was  filed  after  plaintiff  discovered  from  the  NASD  decision  that 
Harris,  Upham  &  Co.  had  been  disciplined  by  that  body  in  1958 
with  respect  to  the  San  Francisco  office.  The  trial  court's  Memo- 
randum of  Decision  denying  plaintiff's  motion  to  reopen  the  case 
is  attached  hereto  as  Appendix  B.  Plaintiff  requests  this  Court 
to  consider  the  papers  submitted  by  plaintiff  on  this  motion  to  the 
District  Court,  which  papers  are  now  part  of  the  record  on  these 
appeals  as  the  Third  Supplement  to  the  Clerk's  Transcript,  and 
to  make  its  own  ruling.  See  Canadian  Ingersoll-Rand  Co.  v.  Peter- 
son Products,  350  F.2d  18,  27  (9th  Cir.  1965) . 

Plaintiff  was  entitled  to  have  all  relevant  and  material  evidence 
before  the  District  Court  prior  to  a  determination  being  made  on 
the  issue  of  punitive  damages.  In  fraud  actions,  such  as  this,  a 
wide  range  is  allowed  in  the  introduction  of  similar  acts  of  mis- 
conduct. 

Lyon  V.  Hancock,  35  Cal. 372,376  (1868) 
Janisse  v.  Winston  Investment  Co.,  154  Cal.App.  2d  580, 
588  (1957) 

The  District  Court's  conclusion  that  the  previous  NASD  censure 
would  not  be  admissable  to  prove  the  propriety  of  the  censure 


73 
confuses  the  question  of  proof  of  a  similar  act  of  misconduct  with 
that  of  its  effect.  A  similar  act  of  misconduct  may  be  established 
in  any  number  of  ways — by  a  judgment,  by  an  admission,  or  by  the 
testimony  of  a  witness. 

Foster  v.  Keating,  120  Cal.App.2d  435,  442,  447  (1953) 

(testimony  of  witness) 
Jamsse  v.  Winston  Investment  Co.,  154  Cal.App.  2d  580, 
587-588   (1957)    (similar  misconduct  proven  by  docu- 
ments) 

Plaintiff  was  entitled  to  prove  the  prior  lack  of  supervision  by 
Harris,  Upham  &  Co.  in  its  San  Francisco  office  by  any  generally 
accepted  means  of  proof.  Certainly  a  censure  by  the  NASD  from 
which  Harris,  Upham  &;  Co.  did  not  appeal  would  be  an  accept- 
able means  of  proof — as  also  would  be  testimony  from  witnesses 
or  admissions  from  defendants  in  the  form  of  answers  to  interro- 
gatories. 

The  trial  court's  ruling  has  denied  plaintiff  the  opportunity  to 
fully  present  all  the  evidence  from  which  a  decision  on  the  issue 
of  punitive  damages  might  properly  be  made. 

CONCLUSION  AND  RELIEF  SOUGHT 

The  rights  of  the  investing  public  require  that  securities  brokers 
be  held  to  a  high  standard  of  prudence  and  care  in  their  dealings 
with  customers.  The  complexities  and  intricacies  inherent  in  this 
field  present  innumerable  opportunities  for  taking  advantage 
of  the  unsophisticated  or  even  the  relatively  sophisticated.  Mis- 
conduct by  brokers  can  only  be  effectively  detected  and  deterred 
if  customers  are  assured  of  being  fully  compensated  by  the  courts 
for  the  damages  resulting  from  a  broker's  failure  to  meet  his 
professional  responsibilities. 

As  persons  holding  themselves  out  as  possessing  special  abilities 
and  competence  regarding  investments,  and  as  persons  to  whom 
customers  look  for  the  proper  management  of  their  securities,  it 
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is  only  equitable  and  just  that  brokers  be  held  liable  for  their 
failure  to  use  due  care  and  prudence  in  the  handling  of  accounts 
which  they  control.  This  standard,  it  is  submitted,  is  to  be  applied 
as  a  part  of  the  Federal  Securities  laws,  the  law  of  California 
relating  to  the  obligations  of  fiduciaries,  and  the  NASD  suitability 
rule. 

Plaintiff  respectfully  requests  tliis  Court  to  insure  that  she  and 
other  investors  receive  the  full  protections  they  need  and  have 
been  granted  by  Congress  and  the  courts  by  reversing  the  trial 
court's  findings  on  the  issue  of  estoppel,  laches  and  waiver,  and 
by  holding  that  plaintiff  is  entitled  to  recover  damages  based  upon 
what  she  would  have  had  under  proper  and  suitable  investment 
management  of  her  account. 

Respectfully  submitted, 

Donald  F.  X.  Finn 

LOWENTHAL  &  LOWENTHAL 

By    Reed  H.  Bement 
By    Morris  Lowenthal 

Attorneys  for  Bertha  Hecht 
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National  Association  of  Securities  Dealers,  Inc. 
District  Business  Conduct  Committee  of  District  No.  2 

Complaint  No.  A-298 
Date  Aug.  29,  1968 


In  the  Matter  of 


Bertha  Hecht 

338  Virginia  Avenue 

San  Mateo,  California 


Complainant, 


vs. 


Harris,  Upham  &  Co.  and 

Harris,  Upham  &  Co.,  Inc.,  Member  Firm 

540  California  Street 

San  Francisco,  California 

and 
Arthur  R.  Mejia,  former  San  Francisco 
resident  partner  and  now  Vice  President 
of  Harris,  Upham  &  Co.,  Inc. 

and 
Asa  V.  Wilder,  Registered  Representative 
for  Harris,  Upham  &  Co. 

Respondents.   J 
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Appearances 

For  the  Association 

Subcommittee  Members 

Gerald  J.  Ehler,  Shuman,  Agnew  &  Co.,  San  Francisco,  Cali- 
fornia, Chairman 
B.  P.  Lester,  Jr.,  Lester,  Ryons  &  Co.,  Los  Angeles,  California 
Harvey  J.  Franklin,  Merrill  Lynch,  Pierce,  Fenner  &  Smith,  Inc., 
San  Francisco,  California 
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Robert  P.  Mann,  Davis,  Skaggs  &  Co.,  San  Francisco,  California 

William  C.  Richardson,  Birr,  Wilson  &  Co.,  Inc.,  San  Francisco, 
California 

Joseph  Edelstein,  Edelstein,  Campbell  &  Co.,  San  Francisco,  Cali- 
fornia 

Staff 

Frank  Wilson,  Associate  General  Counsel,  Washington,  D.C. 

William  J.  Radding,  Jr.,  Secretary,  District  No.  2  North,  San 
Francisco,  California 

John  T.  Christensen,  Examiner,  District  No.  2  North,  San  Fran- 
cisco, California 

For  the  Complainant 

Donald  F.  X.  Finn,  Counsel,  New  York,  New  York 
Morris  Lowenthal,  Counsel,  San  Francisco,  California 
Reed  H.  Bement,  Counsel,  San  Francisco,  California 

Vor  the  Respondents  Other  Than  Asa  V.  Wilder 

Emanuel  Becker,  Counsel,  New  York,  New  York 

Henry  Upham  Harris,  Chairman  of  the  Board,  Harris,  Upham 

&  Co.,  New  York,  New  York 
James  F.  Burns,  Jr.,  Senior  Vice  President,  Harris,  Upham  &  Co., 

New  York,  New  York 
Arthur  R.  Mejia,  First  Vice  President,  Harris,  Upham  &  Co., 

San  Francisco,  California 

BACKGROUND  INFORMATION 

This  complaint  was  filed  on  February  21,  1966  by  Mrs.  Bertha 
Hecht  of  San  Mateo,  California,  a  member  of  the  public,  against 
Harris,  Upham  &  Co.  and  Harris,  Upham  &  Co.,  Inc.  in  San  Fran- 
cisco; Arthur  R.  Mejia,  its  resident  manager  and  Yice  President 
and  Asa  V.  Wilder,  registered  representative  of  the  member. 

Respondents  were  charged  with  violations  of  Article  III,  Sections 
1,  2,4,  15(aandb),  18,  19 (a  and  e),  and  27 (a,  c  and  d). 

Respondents  filed  identical  answers  on  September  20,  1966  after 
requested  waivers  of  time  were  granted  by  the  Committee.  Inas- 
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much  as  Mr.  Wilder  failed  to  sign  the  answer  form  as  required  by 
the  Code  of  Procedure  for  Handling  Trade  Practice  Complaints 
(the  appropriate  space  contained  a  typewritten  signature),  the 
District  Secretary  communicated  with  the  respondent  member's 
former  counsel,  John  B.  Bates,  who  advised  the  Committee  by 
letter  that  arrangements  for  Mr.  Wilder  to  sign  the  original  would 
be  made  upon  Mr.  Wilder's  return  from  vacation.  Such  signature 
was  never  received.  Mr.  Bates  further  noted  that  Mr.  Wilder's 
answer  had  been  reviewed  with  Mr.  Wilder  and  his  attorney,  Earl 
C.  Mahoney.  Mr.  Wilder  requested  a  hearing,  but  refused  to  appear 
after  appropriate  notice  was  directed  to  him  (see  NASD  Exhibit 
No.  7). 

A  hearing,  conducted  by  a  sub-committee  of  the  District  Busi- 
ness Conduct  Committee  was  held  on  March  13,  14,  15,  16  and  18, 
1968  in  San  Francisco,  California.  Respondent  member  was  repre- 
sented by  Henry  Upham  Harris,  Chairman  of  the  Board,  James  F. 
Burns,  Jr.,  senior  vice  president,  and  Arthur  R.  Mejia  was  present 
both  on  his  own  behalf  and  on  behalf  of  the  member.  They  were 
all  represented  by  counsel.  The  complainant  did  not  appear,  but 
she  was  represented  by  counsel.  Respondent  Wilder  did  not 
appear. 

SUMMARY  OF  COMPLAINT 

In  a  16-page  statement  of  particulars  with  seven  attachments, 
Mrs.  Hecht  alleged  that  on  or  about  May  6,  1957  she  was  made  a 
customer  of  the  respondent  member  through  Mr.  Wilder  by  trans- 
fer of  her  securities  and  commodities  account  from  Mr.  Wilder's 
former  employer.  She  alleged  that  from  1956  until  1964  Mr. 
Wilder  would  regularly  go  to  her  home  one  or  more  times  a 
week  at  the  close  of  business  and  take  from  her  all  of  the  con- 
firmations, open  orders,  and  monthly  statements  mailed  to  her 
home  address  by  Harris,  Upham  &  Co.  and  that  Mr.  Wilder 
maintained  running  accounts  and  summaries  of  her  positions  and 
equities  which  he  prepared  and  maintained,  and  that  such  sum- 
maries contained  false  and  misleading  statements. 
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Mrs.  Hecht  alleged  that  between  1957  and  1964  she  was  away 
from  her  home  fourteen  times  because  of  hospitalization  or  trips 
to  Europe,  the  Orient  or  resorts.  She  alleged  that  during  these 
absences,  Mr.  Wilder  initiated  and  executed  substantial  discre- 
tionary transactions  in  her  securities  and  commodities  accounts. 

Complainant  alleged  that  there  was  an  excessive  amount  of 
trading  activity,  improper  trading  in  the  short  account  opened  by 
Mr.  Wilder,  improper  discretionary  trading  by  Mr.  Wilder  over 
a  number  of  years  and,  in  addition,  that  a  large  proportion  of  the 
transactions  were  of  dubious  value  and  bore  no  relationship  to 
Mrs.  Hecht's  investment  interests  and  objectives  which,  it  is 
alleged,  were  to  protect  her  principal  and  provide  her  with  a  reg- 
ular dividend  income.  In  this  regard,  Mrs.  Hecht  alleged  that  Mr. 
Wilder  solicited  and  executed  purchases  for  her  account  of  a 
substantial  number  of  speculative  and  over-the-counter  issues 
which  were  non-dividend  paying  when  purchased. 

She  alleged  also  that  Mr.  Wilder  effected  the  unlawful  purchase 
of  "non-blue  skied"  securities  for  her  account,  on  the  basis  of  a 
rumor,  which  he  later  privately  "redeemed"  from  her  for  $9,400 
without  the  knowledge  of  his  employer. 

Complainant  questioned  the  supervision  exercised  over  Mr. 
Wilder  by  Mr.  Mejia,  the  managing  partner,  and  later  vice-pres- 
ident, in  charge  of  Harris,  Upham  &  Co.'s  San  Francisco  office. 
The  complainant  alleged  that  although  Mr.  Mejia  was  formerly 
a  member  of  the  Chicago  Board  of  Trade,  he  had  no  knowledge 
of  commodity  transactions  and  was  not  qualified  to  give  advice 
on  commodity  transactions,  and  that  he  did  not,  therefore,  super- 
vise Mr.  Wilder's  commodities  activities,  although  Mr.  Wilder 
reported  to  him  and  it  was  his  duty  to  review  Mr.  Wilder's 
accounts. 

Complainant  also  alleged  that  a  number  of  questionable  trans- 
actions occurred  in  her  account  in  which  the  respondent  member 
acted  as  principal,  asserting  that  such  transactions  raised  questions 
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as  to  the  propriety  of  Harris,  Upham  &  Co.'s  markup  poliq^  on 
riskless  over-the-counter  principal  transactions.  Finally,  it  was 
alleged  that  there  was  a  disclosed  failure  of  the  management  of 
Harris,  Upham  &  Co.  to  institute  or  enforce  a  system  of  internal 
controls  to  protect  its  customers. 

Complainant — Bertha  Hecht  (nee  Bertha  Pirrie) 

The  complainant  is  a  resident  of  San  Mateo,  California.  She 
is  now  78  years  of  age  and  a  widow. 

She  was  born  in  Liverpool,  England  on  November  20,  1890 
and  went  to  Canada  in  1913.  Eventually  she  settled  in  California 
in  1923.  On  January  13,  1953,  she  married  Mr.  Herbert  Hecht 
of  San  Mateo,  California  by  whom  she  had  been  employed  to 
care  for  his  child,  Nancy,  since  the  death  of  his  first  wife  in  1939. 
Mr.  Hecht  died  suddenly  of  a  heart  attack  on  January  12,  1955, 
leaving  a  substantial  estate  which  was  divided  equally  between 
Mrs.  Hecht  and  her  step-daughter. 

Mrs.  Hecht  was  educated  in  England.  Her  education  included 
a  one-year  course  as  a  student  nurse  from  which  she  withdrew 
after  failing  her  first  year  medical  board  examination.  She  then 
studied  in  the  south  of  England  for  two  years  and,  thereafter, 
returned  to  her  home  where  she  taught  school.  After  the  death 
of  her  parents  and  a  short  stay  in  Canada  and  England,  she  was 
employed  in  a  department  store  in  Salt  Lake  City  as  a  saleswoman. 
About  1922,  Mrs.  Hecht  moved  to  San  Francisco  and  was  em- 
ployed in  a  department  store  as  a  saleswoman.  Subsequently,  she 
became  a  housekeeper  and  tutored  and  cared  for  children  and, 
from  1939,  raised  Mr.  Hecht's  young  daughter  after  her  mother 
passed  away.  On  January  13,  1953,  she  and  Mr.  Hecht  were 
married. 

Complainant  contends  that  ever  since  her  husband's  death,  she 
has  suffered  from  a  series  of  debilitating,  physical  and  mental 
illnesses  which  have  impaired  her  ability  to  function  properly  and 
to  comprehend  her  situation. 
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Respondent — Arthur  R.  Mejia 

Mr,  Mejia  attended  the  University  of  California  from  1919  to 
1920  and  the  Ecole  Pascal  in  Paris  from  1920  to  1921.  In  1923, 
he  entered  the  employ  of  William  Cavalier  &  Co.  in  San  Francisco, 
a  firm  engaged  in  general  stock  brokerage  and  securities  under- 
writing. 

In  1937,  Mr.  Mejia  became  a  partner  in  the  stock  brokerage 
and  commodities  firm  of  Davies  &  Mejia  and  in  1951  he  became 
the  resident  partner  of  Harris,  Upham  &  Co.'s  newly  opened  San 
Francisco  office.  Since  the  incorporation  of  Harris,  Upham  &  Co. 
in  1965,  Mr.  Mejia  has  been  a  director  and  first  vice-president 
and  a  stockholder.  During  the  hearing,  Mr.  Mejia  acknowledged 
that  he  was  the  senior  supervising  executive  in  charge  of  Harris, 
Upham  &  Co.'s  San  Francisco  branch  office  since  it  opened  in 
1951. 

Respondent — Asa  V.  Wilder 

Mr.  "Wilder  was  employed  by  E.  F.  Hutton  &  Co.  in  San  Fran- 
cisco in  1920  and  1921.  After  serving  for  a  year  in  the  army,  he 
was  re-employed  by  E.  F.  Hutton  in  New  York  City  in  1922  and 
1923.  From  1924  to  1929,  Mr.  Wilder  was  a  bank  teller  for  the 
Oakland  Bank  and  studied  at  the  American  Bankers  Association. 
From  1929  to  June  1954,  he  was  employed  at  Merrill  Lynch, 
Pierce,  Fenner  &  Beane  and  its  predecessor  firms.  In  1954,  Mr. 
Wilder  became  a  partner  of  Hooker  &  Fay,  a  former  member 
of  the  NASD  in  San  Francisco,  and  established  a  commodity 
department  for  that  firm.  He  resigned  as  a  partner  of  Hooker  & 
Fay  in  April  1957  and  became  associated  with  Harris,  Upham  & 
Co.  as  a  registered  representative  and  manager  of  the  commodity 
department  in  Northern  California.  Mr.  Wilder  was  in  charge 
of  supervising  the  commodity  department  of  Harris,  Upham  & 
Co.'s  San  Francisco,  Oakland,  Stockton  and  Sacramento  offices. 

At  the  time  of  his  appointment  by  the  respondent  member,  Mr. 
Wilder  was  a  member  of  the  Chicago  Board  of  Trade. 
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Respondent — Harris,  Upham  &  Co.  and 
Harris,  Upham  &  Co.,  Inc. 

Harris,  Upham  &  Co.  was  founded  in  1895  and  presently  has 
approximately  64  branch  offices  in  32  states. 

Harris,  Upham  &  Co.,  originally  a  partnership,  changed  to 
corporate  status  (Harris,  Upham  &  Co.,  Inc.)  on  September  1, 
1965.  It  employs  approximately  1,500  employees,  including  670 
registered  representatives.  It  has  about  35  officers. 

The  firm  will  be  referred  to  hereinafter  as  Harris,  Upham, 
regardless  of  whether  the  reference  is  to  the  period  prior  to  or 
after  incorporation. 

After  1951  and  under  Mr.  Mejia's  direction  and  supervision, 
Harris,  Upham  expanded  its  operations  to  Northern  California. 
It  opened  offices  in  Stockton  and  Oakland  in  the  1950's  and  a 
Sacramento  office  in  1964. 

Since  September  1,  1965,  the  chairman  of  the  board  of  Harris, 
Upham  has  been  George  Upham  Harris.  The  president  and  chief 
executive  officer  has  been  Henry  Upham  Harris,  Sr. ;  the  executive 
vice-president  has  been  Henry  Upham  Harris,  Jr.;  the  controller 
has  been  Matthew  Smith;  and  the  vice-president  in  charge  of 
security  regulations  has  been  James  F.  Burns,  Jr.  These  individuals 
have  performed  the  same  functions  since  1957.  The  commodities 
department  has  been  under  the  direction  of  George  Upham  Harris, 
at  least  from  1957. 

Witnesses  at  the  Association' s  Hearing 

Mr.  H.  V.  Petriiio  has  been  associated  with  the  accounting 
firm  of  Haskins  &  Sells  for  thirty-five  years.  His  duties  are  pri- 
marily to  supervise  the  firm's  stock  brokerage  accounts  across  the 
nation.  Mr.  Petriiio  has  been  a  certified  public  accountant  for  the 
past  thirty  years. 

William  P.  W entworth  has  been  associated  with  Bergues, 
Wentworth  &  Co.  since  1940.  He  was  previously  affiliated  with 
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Dean  Witter  &  Co.  in  an  investment  management  capacity  after 
receiving  an  A.B.  degree  from  Stanford  University  in  1933  and 
a  M.B.A.  degree  from  Stanford's  Graduate  School  of  Business  in 
1935.  Mr.  Wentv^orth  is  managing  partner  of  the  firm  and  his 
principal  responsibility  is  the  administration  of  accounts  and  the 
development  of  broad  policies. 

The  firm  of  Bergues,  Wentworth  &  Co.  has  been  established  in 
the  investment  management  field  in  San  Francisco  since  1937  and 
specializes  in  the  independent  management  of  security  portfolios. 

Mr.  Joseph  E.  A.  Sauer  has  been  a  partner  with  the  accounting 
firm  of  Barlow,  Davis  &  Wood  since  1957.  Prior  to  that,  he  was 
a  senior  accountant  with  the  firm  since  1954,  From  1941  to  1947, 
he  was  employed  by  Pan  American  World  Airways,  Inc.  as  a  super- 
visor in  the  accounting  department.  Mr.  Sauer  was  associated  with 
several  accounting  firms  as  a  senior  accountant  between  1947  and 
1954.  Mr.  Sauer  graduated  from  the  University  of  California,  Col- 
lege of  Commerce,  Berkeley,  in  1941  with  a  B.S.  in  economics.  Dur- 
ing 1946  to  1948,  he  attended  graduate  school  at  Golden  Gate 
College  and  majored  in  accounting  with  emphasis  on  auditing  of 
stock  brokerage  firms.  Mr.  Sauer  is  currently  a  member  of  the  Cali- 
fornia Society  of  Certified  Public  Accountants  and  also  the  Ameri- 
can Institute  of  Certified  Public  Accountants. 

Background  of  Complaint 

Although  the  complaint  was  filed  in  1966,  it  was  the  District 
Business  Conduct  Committee's  determination  that  inasmuch  as 
the  complaint  paralleled  a  legal  action  in  the  United  States  District 
Court  for  the  Northern  District  of  California  by  Mrs.  Hecht  as  the 
plaintiff,  versus  the  respondents  as  the  defendants,  this  matter 
should  be  postponed  pending  determination  by  the  court.  At  the 
hearing,  Mrs.  Hecht  and  Mr.  Wilder  did  not  personally  appear. 
Mrs.  Hecht,  hov/ever,  was  represented  by  counsel  and  submitted 
a  letter  from  her  doctor  stating  that  it  would  be  best  if  she  not  be 
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required  to  appear.  Consequently,  the  Committee  accepted  for 
review,  and  as  part  of  the  record,  the  complete  transcript  and  record 
of  the  court  proceedings.  The  entire  transcript  and  record  was  also 
admitted  in  the  interest  of  fairness,  in  that  parts  of  it  had  been 
admitted  during  the  course  of  the  hearing  by  stipulation  of  respon- 
dents' counsel.  From  this  transcript  and  the  additional  material 
presented  at  the  Association's  hearing,  the  determination  herein 
has  been  made. 

The  Relationship  between  Mrs.  Hecht  and  Mr.  Wilder 

Mr.  Wilder  liver  near  Mrs.  Hecht  and,  immediately  following 
the  death  of  Mr.  Hecht,  temporarily  took  Mrs.  Hecht  into  his  home 
when  she  was  emotionally  upset.  Mr.  Wilder  took  the  responsibility 
for  the  preparation  of  detailed  schedules  for  inclusion  in  Mrs. 
Hecht's  income  tax  returns,  reflecting  capital  gains  and  losses  aris- 
ing from  securities  transactions  and  commodity  futures  transac- 
tions. He  arranged,  in  1957,  for  a  San  Francisco  accounting  firm. 
Barlow,  Davis  &  Wood,  to  handle  Mrs.  Hecht's  income  tax  returns. 
During  the  hearing,  Mr.  Sauer  stated  that  his  firm  reviewed  the 
arithmetical  computations  set  forth  in  the  schedules  given  to  them 
by  Mr.  Wilder  to  determine  whether  they  were  correct  and  that  the 
firm  looked  to  Mr.  Wilder  as  Mrs.  Hecht's  financial  advisor. 

Our  concern  with  this  relationship  is  directed  to  the  amount  of 
reliance  placed  upon  Mr.  Wilder  by  Mrs.  Hecht  for  her  business 
affairs.  We  note  from  the  record  that  Mr.  Wilder  prepared  numer- 
ous checks  for  Mrs.  Hecht's  signature  for  income  and  property  tax 
payments  and  for  the  deposit  of  funds  into  Mrs.  Hecht's  security 
and  commodity  accounts.  Mr.  Wilder,  from  time  to  time,  prepared 
statements  of  account  for  Mrs.  Hecht's  review  which  he  showed 
and  explained  to  Mrs.  Hecht  in  detail.  In  this  regard,  Page  18  of 
the  complainant's  court  trial  memorandum  of  fact  had  this  to  say: 
"All  of  the  securities,  ledger  sheets  and  reports  were  appar- 
ently kept  by  Mr.  Wilder  in  a  black  ring  binder  notebook 
which  he  v/ould  deliver  (after  first  removing  the  "condition 
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of  account"  report  of  accomplishments  documents)  to  Mrs. 
Hecht's  accountants  at  income  tax  time  for  several  weeks.  He 
would  then  pick  the  black  book  up,  which  he  retained  in  his 
possession  (Transcript  1788,  1792-1793).  The  black  book, 
as  turned  over  to  Mrs.  Hecht's  accountants  by  Mr.  Wilder, 
contained  only  the  ledger  sheets  on  current  securities  transac- 
tions and  the  schedules  of  capital  gain  or  loss  on  security  and 
commodity  transactions  for  that  year  (Transcript  1763,  lines 
22-25;  1764,  lines  1  to  2).  All  other  materials  were  removed 
by  Mr.  Wilder  prior  to  delivery  (Transcript  1772,  lines  11- 
17).  At  no  time,  however,  did  Mr.  Wilder  provide  Mrs. 
Hecht's  accountants  with  the  "condition  of  account"  or  report 
of  accomplishment  documents  he  prepared  for  Mrs.  Hecht  or 
inform  them  of  their  existence  (Transcript  1772-1773).  Mr. 
Wilder  specifically  admitted  that  they  were  not  for  the 
accountants,  but  for  himself  (Transcript  2119-2120)  and  for 
Mrs.  Hecht's  account  at  Harris,  Upham  &  Co.  (Transcript 
2136,  lines  4  to  6)." 

Securities  Account 

Exhibits  prepared  by  the  staff  of  the  Association  indicate  that 
during  the  period  or  life  of  the  account  with  Harris,  Upham,  from 
May  16,  1957  through  March  31,  1964,  there  were  a  total  of  563 
purchases  and  477  liquidations.  It  should  be  noted  that  the  staff 
counted  all  purchases  and  sales  of  the  same  stock  on  the  same  day 
as  one  purchase  or  as  one  sale.  There  were,  however  eight  special 
situations  which  were  counted  in  the  purchases,  but  not  in  the 
liquidations.  The  security  purchases  aggregated  $4,799,128.78  and 
the  liquidations  aggregated  $4,921,279.46.  The  turnover  rate  as 
determined  by  the  staff,  was  11.7.  Mrs.  Hecht's  total  contributions 
to  the  account,  including  cash  and  securities,  equaled  $407,617.41. 
At  the  end  of  the  period,  there  was  a  profit  in  the  securities  account 
of  $37,274.22,  while  there  was  an  overall  loss  from  commodity 
transactions  of  approximately  $176,000.  During  the  period,  com- 
missions to  the  firm  on  security  transactions  totaled  approximately 
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$76,468.00,  not  considering  markups  or  concessions  on  principal 
transactions  or  an  additional  amount  of  $98,333.00  on  commodity 
transactions.  The  value  of  the  accounts,  including  debit  balances 
as  of  March  31,  1964,  was  approximately  $251,308.00  (compiled 
from  complainant's  Exhibit  12  and  13). 

In  addition  to  the  securities  margin  and  cash  account  and  the 
commodity  account  opened  in  Mrs.  Hecht's  name  by  Mr.  Wilder 
in  May  1957,  a  special  short  account  was  opened  in  1958  and  a 
so-called  commodity  "tax  maneuver"  account  was  opened  in  1959. 
It  is  significant  to  note  that  the  short  account  resulted  in  a  total  loss 
of  $10,474.91  from  sales  of  IBM,  Ampex,  and  Westinghouse. 
During  the  period  in  question,  there  were  8,900  commodity  future 
transactions  effected  for  Mrs.  Hecht's  account. 

FACTS,  FINDINGS  AND  CONCLUSIONS 

In  1955  and  1956,  Mrs.  Hecht  received  substantial  cash  distribu- 
tions from  her  husband's  estate  which  permitted  her  to  deposit  in 
excess  of  $118,000  in  an  account  with  Hooker  &  Fay,  a  firm  which 
is  no  longer  in  existence.  Prior  to  the  establishment  of  the  account 
at  Hooker  &  Fay,  Mrs.  Hecht  had  maintained  an  account  at 
Walston  &  Co.  with  an  approximate  worth  of  $42,000.  This  account 
was  opened  about  1929  and  was  handled  by  a  presently  registered 
representative,  Ernest  Fairey. 

The  respondents  urged  the  Committee  to  consider  the  knowledge 
and  competence  of  Mrs.  Hecht  prior  to  and  during  the  establish- 
ment and  activity  of  her  account  with  Harris,  Upham  and  urged 
the  Committee  to  consider  her  general  market  exposure  of  about 
40  years. 

Respondents  noted  that  most  of  Mrs.  Hecht's  purchases  and  sales 
were  executed  on  an  agency  basis.  The  exchange  and  over-the- 
counter  agency  commissions  over  a  period  of  seven  years  totaled 
$76,563.00  of  which  $4,391-00  were  over-the-counter.  Total  princi- 
pal transactions  were  $591,000.00  of  which  approximately  one-half 
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were  secondaries.  Respondents  contend,  in  effect,  that  Mrs.  Hecht 
was  an  experienced  and  knowledgeable  trader.  The  complainant 
contends  that  she  was  not  a  trader  and  speculator  before  Mr. 
Wilder  took  over  her  account.  In  fact,  it  is  claimed  that  there  was 
very  limited  activity  in  her  account  at  Walston  &  Co.,  as  reflected 
by  the  fact  that  from  1939  until  1955  only  41  purchases  and  32 
liquidations  were  effected  in  the  account.  In  addition,  a  schedule 
introduced  in  the  hearing  revealed  a  number  of  years  during  which 
no  sales  were  made,  and  in  no  year  were  more  than  five  sales  made. 
Essentially,  the  complainant  claims  that  far  from  being  a  "trading" 
account,  the  Walston  account  was  strictly  for  investment  purposes 
and  was  an  account  in  which  very  few  transactions  were  made  over 
a  long  period  of  time.  In  support  of  her  contention  that  the  Wal- 
ston account  was  not  a  trading  account,  note  was  made  of  the 
lengthy  holding  period  of  securities  before  they  were  sold.  Some 
securities  were  sold  in  May  1953  to  raise  funds,  according  to  the 
complainant,  for  the  purchase  of  a  home.  But  even  after  substan- 
tial sales  in  this  account  in  1953  and  1955,  the  account  had  a  net 
value  of  over  $42,000  in  1955  immediately  prior  to  its  transfer 
to  Hooker  &  Fay  with  Mr.  Wilder  as  the  account  representative. 
Complainant  has  noted  that  the  account  was  limited  to  security 
investments  and  did  not  include  commodities. 

We  have  reviewed  carefully  the  entire  record  in  this  case  and 
we  are  convinced  that  Mrs.  Hecht,  at  least  during  the  years  1930 
until  1955,  had  acquired  enough  knowledge  of  the  securities 
market  to  exercise  adequate  judgment  in  her  dealings  with  securi- 
ties dealers.  However,  it  is  also  apparent  that  after  the  death  of 
her  husband,  there  was  a  progressive  deterioration  of  her  mental 
and  physical  v/ell-being.  We  are  not  convinced,  therefore,  that 
Mrs.  Hecht  was  fully  capable  of  exercising  proper  judgment  dur- 
ing; the  years  Mr.  Wilder  handled  her  account. 

It  mn^t  be  noted  that  the  Committee  does  not  consider  this 
e'l.rUer  rer'od  of  securities  dealings  to  be  of  importance  in  reach- 
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ing  our  decision,  because  complainant's  needs,  objectives,  and  men- 
tal and  physical  condition  were  then  vastly  different.  We  vc^ill, 
however,  note  the  conflicting  contentions  of  the  parties.  Respond- 
ents claim  that  Mrs.  Hecht  exhibited  knowledge  of  the  securities 
market  by  substantially  increasing  the  value  of  her  account  during 
this  time.  Mrs.  Hecht  testified  that  the  account  was  handled  and 
managed  for  her  during  this  period  by  Mr.  Hecht  and  Mr.  Fairey. 
If  this  is  true,  and  Mr.  Fairey's  testimony  indicated  that  such  was 
possibly  the  case,  the  gain  in  the  account  up  to  1955  was  due  to 
its  handling  by  Mr.  Hecht  and  Mr.  Fairey,  rather  than  to  any 
astutesness  or  knowledge  on  complainant's  part. 

Most  important  to  judgment  in  this  matter  for  the  period  subse- 
quent to  1955  is  the  extent  to  which  Mr.  Wilder  was  able  to  con- 
trol the  account  and  to  manipulate  transactions  to  his  own  advan- 
tage, such  as  the  Itek  and  Colonial  situations  presented  below. 

The  Colonial  Transaction 

Mr.  Wilder  arranged  for  the  purchase  of  220  shares  of  Colonial 
Savings  &  Loan  Association  from  a  friend.  He  had  Mrs.  Hecht 
transfer  to  him  a  check  for  $15,000  drawn  from  her  account  at 
Harris,  Upham.  This  amount  covered  purchase  of  120  shares,  with 
a  check  from  Mr.  Wilder  for  $12,000  being  used  to  cover  the 
purchase  of  the  additional  100  shares. 

Pursuant  to  Mr.  Wilder's  instructions,  Mrs.  Hecht  received  a 
certificate  for  only  100  shares  instead  of  the  120  shares  for  which 
she  had  paid,  while  Mr.  Wilder  received  120  shares,  rather  than 
the  100  shares  for  which  he  had  paid.  At  a  later  date,  Mr.  Wilder 
arranged  for  the  purchase  by  Mrs.  Hecht  of  an  additional  two 
shares. 

In  1961,  Colonial  announced  a  10  to  1  stock  split  and  the 
original  shares  were  worth  about  $360  per  share  by  September 
1961.  Just  prior  to  the  split,  Mr.  Wilder  obtained  from  Mrs. 
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Hecht  a  transfer  to  himself  of  her  102  shares.  While  Mr.  Wilder 
claims  that  these  shares  plus  the  original  twenty  were  transferred 
to  him  as  gifts,  the  complainant  denies  any  knowledge  of  the 
transaction  and  specifically  denies  that  she  ever  made  a  gift  of 
securities  to  Mr.  Wilder,  as  she  had  provided  for  Mr.  Wilder 
through  her  wills.  It  should  be  noted  that  Mr.  Wilder  treated  this 
"gift"  as  a  sale  for  purpose  of  Mrs.  Hecht's  1961  income  tax  and 
reported  it  as  such  to  Mrs.  Hecht's  accountants. 

Although  the  Colonial  transaction  occurred  in  January  1961, 
Mr.  Wilder  placed  it  between  two  entries  for  April  on  the  1961 
capital  gains  schedule  he  prepared  for  use  by  Mrs.  Hecht's 
accountants  in  preparin?^  her  income  tax  return.  Complainant  has 
noted  that  this  is  the  only  entry  not  in  chronological  order  in 
those  summaries  prepared  by  Mr.  Wilder  for  Mrs.  Hecht's 
accountants. 

The  Itek  Transaction 

On  November  14,  1958,  Mr.  Wilder,  acting  on  a  rumor,  pur- 
chased for  the  account  of  Mrs.  Hecht  100  shares  of  Itek  stock  at 
$94  per  share.  At  the  time,  Itek  had  not  been  "blue  skied"  in  the 
state  of  California.  After  the  purchase,  Harris,  Upham  called  this 
matter  to  Mr.  Wilder's  attention,  indicating  that  it  should  be 
removed  from  the  account  of  Mrs.  Hecht.  According  to  the  record, 
Mr.  Wilder  called  on  Mrs.  Hecht  to  explain  that  the  stock  was 
speailative  and  he  told  her  that  he  would  redeem  it  from  her,  all 
the  while  aware  of  the  fact  that  as  of  January  1959  Itek  had 
declared  a  400  percent  stock  dividend  in  the  form  of  a  5  to  1  split  | 
as  a  result  of  which  the  stock  had  risen  from  $94  per  share  to 
$300  per  share.  Mr.  Wilder  brought  a  check  for  $9,400  and  pre- 
oared  a  receipt  reciting  payment  in  full  for  100  old  (500  new) 
shares  of  Itek  Corporation  with  all  accrued  rights.  In  some  man- 
ner, he  managed  to  secure  Mrs.  Hecht's  endorsement  of  the  new 
shares  over  to  himself,  placed  the  shares  in  his  wife's  account  at 
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Harris,  Upham,  and  later  sold  the  stock  for  $25,400  with  a  result- 
ant profit  of  $16,000. 

We  believe  that  the  above  actions  by  Mr.  Wilder,  with  the 
unknowing  consent  of  Mrs.  Hecht,  establish  without  a  shadow 
of  a  doubt  the  absolute  control  Mr.  Wilder  exercised  over 
the  activities  in  this  account.  Furthermore,  we  have  noted  that 
the  size  and  extent  of  all  of  the  accounts  tested  the  abilities  of  the 
experts  for  the  purposes  of  analysis.  How  then  could  Mrs.  Hecht 
possibly  have  been  totally  aware  of  her  constantly  changing  posi- 
tions, her  buying  power,  and  her  profit  and  losses  without  main- 
taining and  preparing  for  herself  some  sort  of  records  related  to 
her  portfolio  transactions  7  As  already  noted,  Mr.  Wilder  prepared 
capital  gains  and  loss  schedules  for  her  tax  accountants  and 
statements  of  account  for  Mrs.  Hecht.  He  picked  up  copies  of  all 
confirmations  and  statements  vv^eekly,  sometimes  more  often.  It  is 
evident  from  the  record  that  Mrs.  Hecht  consistently  relied  upon 
Mr.  Wilder  to  provide  a  businesslike  and  adequate  judgment  over 
the  transactions  to  take  place  in  her  account.  Beyond  this,  Mrs. 
Hecht  has  emphatically  contended  that  certain  securities  left  to 
her  by  her  husband  were  never  to  have  been  sold.  Further,  she 
wanted  securities  that  would  provide  income,  as  she  had  no  source 
of  revenue  other  than  her  securities  account. 

Respondents  assert  that  the  issue  before  the  Committee  is  nar- 
rowed to  the  responsibility  of  a  broker  to  a  customer  who  has 
known  the  cost  and  risk  of  trading  for  years  and  has  all  the 
information  needed  to  make  her  own  decisions.  We  do  not  deny 
that  Mrs.  Hecht  received  most  of  the  information  needed  to 
make  her  own  decisions,  had  she  been  capable  of  doing  so.  The 
facts  are,  however,  that  Mrs.  Hecht  was  not  capable  and  did  not 
make  her  own  decisions,  that  she  relied  upon  Mr.  Wilder,  and 
that  her  objectives  were  directed  by  Mr.  Wilder. 

To  cement  our  position,  we  need  only  look  further  at  the  history 
of  Mr.  Wilder's  activities  related  to  this  account.  The  account 
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was  transferred  to  Harris,  Upham  in  May  1957,  at  a  time  when 
Mrs,  Hecht  was  not  in  the  country.  Mr.  Wilder  claimed  that  Mrs. 
Hecht  left  on  a  five-week  cruise  to  the  Orient  only  after  he 
returned  to  San  Francisco  from  a  meeting  of  Harris,  Upham  prin- 
cipals in  New  York  about  April  1,  1957  and  he  had  her  sign  a 
blank  transfer  form.  Subsequently,  upon  her  return  from  her 
cruise  to  the  Orient  around  May  7,  1957,  Mrs.  Hecht  signed  a 
new  account  information  card  which  covered  the  opening  of  a 
securities  margin  account  and  a  commodity  futures  account.  Mr. 
Wilder  testified  in  court  that  during  Mrs.  Hecht's  March  28-May 
7,  1957  cruise  to  the  Orient,  he  had  discretion  to  "take  care  of 
her  accounts  while  she  v/as  away."  During  this  absence,  on  May 
3,  1957,  Mr.  Wilder  effected  the  sale  of  contracts  of  May  soya 
bean  oil  worth  $42,930  at  Hooker  &  Fay.  According  to  complain- 
ant, there  was  a  total  loss  in  this  transaction  of  $5,162.  Of  impor- 
tance here,  however,  is  the  fact  that  Mr.  Wilder  had  already  been 
employed  by  Harris,  Upham  on  May  1,  1957.  In  the  Harris, 
Upham  account  on  May  3,  1957  and  prior  to  Mrs.  Hecht's  return 
from  the  Orient,  Mr.  Wilder  bought  six  contracts  of  January  soya 
bean  oil  for  Mrs.  Hecht.  Mr.  Wilder  has  admitted  (Court  Tran- 
scripts 1179-1184,  1142,  1129)  the  use  of  discretion  in  effecting 
numerous  commodity  transactions  on  occasion  when  Mrs.  Hecht 
was  in  the  hospital  or  away  from  her  home  and,  as  already  noted, 
he  kept  all  of  her  account  records  in  his  possession.  Mr.  Wilder 
admitted  that  he  solicited  and  initiated  every  commodity  trans- 
action effected  for  Mrs.  Hecht,  claiming  that  it  was  very  "seldom" 
that  she  refused  to  follow  his  recommendations  and  advice  on 
commodities,  but  was  unable  to  recall  any  specific  instance  when 
this  had  ever,  in  fact,  occurred  (Court  Transcript  1437-1438). 
More  important,  Mr.  Wilder  has  admitted  that  of  some  200 
different  securities  purchased  and  sold  in  Mrs.  Hecht's  account, 
the  only  transactions  he  did  not  solicit  and  recommend  were  100 
shares  of  Ampex  and  200  shares  of  Creamery  Package.  Obviously, 
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every  transaction,  excluding  those  two  in  Mrs.  Hecht's  account 
at  Harris,  Upham,  resulted  from  Mr.  Wilder's  initiative. 

It  should  be  noted  that  Mr.  Wilder  repeatedly  requested  in- 
formation from  the  main  office  in  New  York  as  to  the  buying 
power  in  Mrs.  Hecht's  account.  Additionally,  in  July  I960,  imme- 
diately after  the  margin  requirements  had  been  dropped  from 
90  to  70  percent,  Mr.  Wilder  transferred  $100,000  from  com- 
plainant's margin  to  cash  account.  These  actions  are  indicative 
of  Mr.  Wilder's  desire  to  utilize  to  the  fullest  extent  possible  the 
buying  power  in  Mrs.  Hecht's  account. 

With  regard  to  the  subject  of  confidence  and  control,  respond- 
ents Harris,  Upham  and  Mejia  urged  the  Committee  to  consider 
the  following: 

"NASD  Rule  No.  15  applies  to  customer's  accounts  in 
respect  to  which  a  broker  is  vested  with  any  discretionary 
power.  Harris,  Upham  &  Co.  does  not  permit  discretionary 
accounts.  Mr.  Mejia  testified  that  he  reminded  his  registered 
representatives  regularly  of  the  prohibition.  At  one  time,  in 
accordance  with  the  New  York  office's  request  he  required 
them,  including  Mr.  Wilder,  to  sign  a  statement  that  they 
did  not  have  discretionary  authority  over  any  account. 

It  is  generally  agreed  that  unless  a  customer  has  confidence 
in  a  broker  so  that  the  account  is  effectively  discretionary, 
there  can  be  no  churning.  The  Committee  will  have  noted 
that  Judge  Sweigert  did  not  find  that  Mrs.  Hecht  had  con- 
fidence in  Mr.  Wilder.  Mrs.  Hecht  testified  again  and  again 
that  she  had  no  confidence  in  him  and  she  did  not  feel  "se- 
cure" since  1957  (see  our  factual  summary  page  14,  para- 
graphs 21  to  23).  But  it  is  suggested  that  Mr.  Wilder  had 
control  over  the  account.  Control  in  the  absence  of  confidence 
is  not  in  our  opinion  a  meaningful  description  of  a  broker/ 
customer  relationship,  especially  when  a  customer  talks  to 
a  broker  every  morning  at  8:00  a.m.  and  questions  transac- 
tions every  day  or  every  week.  Whether  or  not  Mrs.  Hecht 
made  the  decisions  to  purchase  or  sell  (we  believe  she  did 
and  Mr.  Fairey  confirms  this),  she  had  daily  knowledge  of 
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what  was  being  purchased  and  sold;  she  was  privileged  to 
say  "no".  Lacking  confidence  in  Mr.  Wilder,  she  no  doubt 
did.  Most  of  the  decisions  were  hers;  she  controlled.  Her 
doctors  assured  us  she  does  not  take  advice;  she  listens,  but 
does  what  she  pleases." 

We  disagree  with  the  respondents'  dissertation  and  the  obvious 
answer  could  take  the  form  of  a  query:  "Did  Mrs.  Hecht  under- 
stand the  consequences  when  Mr.  Wilder  approached  her  con- 
cerning the  Itek  and  Colonial  transactions.-'".  Furthermore, 
discretion  is  not  always  reduced  to  writing.  Respondents  are  well 
aware  of  the  fact  that  discretionary  relationships  do  develop  be- 
tween client  and  representative. 

Respondents  assert  that  this  Committee  has  no  jurisdiction  over 
the  commodities  transactions  in  complainant's  account  at  Harris, 
Upham.  While  agreeing  that  this  Committee  has  no  jurisdiction 
over  commodities  transactions  as  such,  the  Committee  does  not 
agree  that  this  means  such  transactions  are  to  be  totally  ignored 
in  considering  this  matter.  Respondents  had  a  duty  to  treat  this 
portfolio  as  an  investment  account;  and  in  considering  whether 
they  adhered  to  their  duty,  the  Committee  cannot  ignore  what  was 
done  with  a  substantial  portion  of  the  proceeds  of  that  portfolio. 
The  commodities  and  securities  accounts  were  inter-related  and 
funds  were  freely  transferred  between  the  accounts.  In  viewing 
the  overall  investment  picture  of  complainant,  it  is  impossible  to 
ignore  the  commodities  transactions  as  a  whole.  It  would  make 
no  more  sense  to  ignore  the  commodities  transactions  than  it 
would  to  say  that  this  Committee  could  not  consider  a  conversion 
by  a  representative  of  proceeds  from  a  sale  of  securities. 

Insofar  as  excessive  trading  is  concerned,  respondents  contend 
that  the  account  in  and  of  itself  is  a  trading  account  and  not  an 
investment  account  and  that  the  SEC  has  never  criticized  a  trading 
account  as  excessive.  In  this  regard,  respondents  had  this  to  offer: 
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"The  SEC  has  never  criticised  a  trading  account  as  exces- 
sive. It  has  never  criticised  an  investment  account  with  a  rate 
of  turnover  comparable  to  complainant's.  A  portfolio  turn- 
over of  7.11  (weighted  average)  for  7  years  in  a  trading 
account,  or  approximately  once  a  year,  is  in  our  opinion 
hardly  excessive.  If  the  account  had  been  an  investment  ac- 
count, then  perhaps  capital  invested  as  distin<^uished  from 
total  portfolio,  would  be  an  appropriate  base  for  computing 
turnover.  But  we  suggest  that  in  a  trading  account  the  port- 
folio should  be  the  base  if  an  accurate  picture  of  the  account's 
activity  is  to  be  obtained. 

Complainant  did  not  have  9000  commodity  transactions 
although  she  may  have,  if  her  count  is  accurate,  bought  and 
sold  4500  contracts.  A  count  of  contracts  bought  and  sold 
is  comparable  to  a  count  of  the  number  of  shares  purchased 
and  sold.  More  realistically,  complainant  took  approximately 
700  positions  in  7  years.  "Turnover"  of  capital  in  com- 
modities cannot  be  appraised  by  security  account  standards; 
the  capital  in  the  account  is  generally  the  margin  required 
by  the  particular  commodity  exchanges.  Tlie  purchase  and 
sale  of  one  contract  per  month  over  a  period  of  7  years  will 
produce  substantially  the  same  rate  of  "capital  turnover"  as 
in  complainant's  account.  Mr.  Steers,  who  testified  at  the 
trial,  stated  a  monthly  turnover  would  not  be  churning,  and 
a  careful  conservative  trader  will  always  cut  his  losses 
quickly.  We  v/ill  be  pleased  to  furnish  the  transcript  of  Mr. 
Steer's  testimony.  There  is  no  evidence  of  churning  of  com- 
modities in  the  record  of  this  case. 

Of  particular  significance  to  the  Committee  is  the  fact  that 
the  complainant  does  not  charge  excessive  trading  of  com- 
modities, her  failure  to  understand  commodity  trading,  or 
any  other  breach  of  fair  and  equitable  practice  with  respect 
to  commodities,  only  that  Mr.  Wilder  engaged  in  straddles 
for  her  without  her  understanding.  Assuming  straddles  were 
without  complainant's  understanding,  did  the  straddle  help 
her  or  hurt  her?  The  testimony  of  Mr.  Wood,  her  account- 
ant, is  that  the  losses  sustained  in  December  1958,  apparently 
the  first  leg  of  the  straddle,  were  used  to  ofi^set  profits  for 
tax  purposes  in  that  year." 
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We  have  already  noted  that  Mrs.  Hecht  was  in  need  of  income 
and  that  her  basic  objectives  were  investment  and  not  trading. 
Respondents'  argument  fails  to  consider  that  her  needs  and  ob- 
jectives, as  an  elderly  widow,  were  of  an  investment  nature;  that 
is,  stability  of  capital  and  receipt  of  dividend  income.  In  view  of 
the  reliance  by  Mrs.  Hecht  upon  Mr.  Wilder  for  the  handling 
of  her  securities  account  and  his  total  control  of  that  account,  the 
respondents  had  a  duty  to  treat  her  account  as  an  investment 
account.  Respondent  refers  to  a  weighted  average  of  turnover. 
We  see  no  need  for  engaging  in  an  argument  of  turnover  figures. 
There  is,  in  this  account,  an  apparent  pattern  of  in  and  out  trading 
and  a  relatively  short  period  of  time  that  securities  were  held  in 
the  account  before  being  sold.  Considering  the  securities  account 
only,  we  can  present  a  monthly  picture  of  activity,  as  reflected 
on  the  attached  schedule. 

In  view  of  the  above,  we  find  that  each  and  every  transaction 
effected  in  Mrs.  Hecht's  securities  account  was  excessive  in  size 
and  frequency,  in  relation  to  the  character  and  resources  of  her 
account.  We  further  find  that  each  and  every  transaction  con- 
stitutes a  separate  and  distinct  violation  of  Sections  1  and  2  of 
Article  III  of  the  Rules  of  Fair  Practice  by  the  respondent  Asa  V. 
Wilder  and  that  such  activities  by  Mr.  Wilder  constitute  violations 
and  acts  contrary  to  provisions  of  Sections  15,  18,  and  19  of 
Article  III  of  the  Rules  of  Fair  Practice.  We  further  find  that 
such  violations  by  Mr.  Wilder  represent  conduct  inconsistent  with 
just  and  equitable  principles  of  trade. 

As  the  funds  utilized  in  the  commodities  transactions  were  in 
a  large  part  transferred  from  Mrs.  Hecht's  securities  accounts,  we 
find  that  the  transfer  of  funds  from  the  securities  account  to  the 
commodities  account  was  improper;  and  we  believe  we  can  rightly 
find  that  each  of  those  transactions  individually,  or  all  of  them  in 
the  aggregate,  constitutes  a  misuse  and  unsuitable  use  of  her 
funds  for  the  purpose  of  "churning"  her  account,  all  of  which 
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was  fraududent  in  nature,  in  violation  of  Article  III,  Sections  2 
and  18  of  the  Association's  Rules  of  Fair  Practice,  taking  into 
consideration  the  financial  situation  and  needs  of  Mrs.  Hecht. 
The  Committee  also  concluded  and  we  so  find  that  as  a  whole 
the  account  was  improperly  managed  by  the  respondent  and  that 
each  and  every  transaction,  considered  in  relation  to  all  other 
transactions  and  in  relation  to  the  account  overall,  was  unsuitable. 
Although  it  may  be  claimed  that  specific  individual  transactions 
when  viewed  in  isolation  are  not  inappropriate  for  an  investment 
account,  when  such  transactions  are  placed  in  the  context  of  an 
excessively  traded  account  which  declines  both  in  value  and  in 
income,  it  is  clear  that  such  individual  transactions  must  also  be 
considered  unsuitable. 

It  should  be  noted  that  our  finding  of  "unsuitability"  does  not 
go  only  to  the  aggregate  account;  that  is,  the  combined  securities 
and  commodity  accounts,  but  to  the  individual  transactions  in  the 
securities  account  and  to  the  overall  handling  of  the  accounts.  The 
act  of  putting  an  elderly  widow  of  failing  faculties  into  non-in- 
come producing  and  speculative  holdings  is  itself  an  act  of  "unsuit- 
ability" of  such  magnitude  to  require  revocation. 

An  important  factor  considered  by  the  Committee  in  reaching 
its  decision  that  the  complainant's  account  had  been  handled  in  an 
unsuitable  manner  was  the  speculative  and  non-dividend  paying 
nature  of  securities  purchased.  Mr.  William  P.  Wentworth,  an  ex- 
perienced investment  advisor  and  a  partner  of  the  investment 
advisory  firm  of  Bergues,  Wentworth  &  Co.  of  San  Francisco,  gave 
a  detailed  analysis  of  the  condition  of  Mrs.  Hecht's  account  as 
of  March  31,  1964.  Based  upon  his  investigation,  he  testified  that 
the  account  showed: 

"A  history  of  very  active  trading  in  commodities  and  com- 
mon stocks  to  a  degree  which,  in  my  opinion,  was  totally 
incompatible  with  the  stated  circumstances  of  this  lady 
(Transcript  1897).  I  learned  that  she  was  in  her  middle 
seventies,  that  she  was  a  widow  and  that  she  was  totally 
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dependent  upon  this  fund  for  her  income.  As  a  result  of 
conversing  with  her,  I  gained  the  judgment  that  she  was 
totally  incapable  of  managing  her  affairs  from  a  financial 
standpoint  (Transcript  1898). 

Mr.  Wentworth  further  testified  that  the  data  he  reviewed 
reflected  a  history  of  substantial  margin  indebtedness  against  this 
account  to  the  point  where  Mrs.  Hecht  had  been  placed  in  a  posi- 
tion where  the  interest  on  her  debit  balance  absorbed  about  90 
percent  of  her  income  at  a  time  when  she  was  dependent  upon 
this  fund  solely  for  her  income.  Mr.  Wentworth  noted  that  her 
projected  gross  annual  income  as  of  March  31,  1964  was  $ll,l40 
(Court  Transcript  1900).  The  prevailing  interest  rate  of  5  percent 
would  on  a  debit  of  $206,000  absorb  nearly  90  percent  of  her  in- 
come, leaving  her  with  a  net  annual  income  of  $1,000.  Permitting 
an  account  to  be  maintained  in  a  condition  such  as  this — where 
income  is  a  must — is  also,  in  and  of  itself,  an  act  which  violates 
a  broker's  obligation  to  his  customer  to  do  that  which  is  proper 
and  in  our  opinion  would  alone  warrant  revocation. 

Mr.  Wentworth  also  noted  that  he  made  an  analysis  of  the 
relationship  of  the  speculative  stocks  to  other  kinds  of  stocks  in 
the  account  as  of  March  31,  1964.  He  compared  the  securities  left 
in  the  account  to  the  quality  ratings  by  Standard  and  Poors  and 
Moody's  Investment  Services  (Court  Transcript  1900-1901).  In 
this  regard,  Mr.  Wentworth's  testimony  is  quoted  below: 

"  .  .  .  v/e  come  up  with  a  total  market  value  of  securities  in 
the  account  in  March  of  1964  which  were  rated  by  these  two 
services  in  tlie  speculative  area — there  might  have  been  slight 
differentials  between  the  two — of  $181,000  market  value 
and  $266,000  at  book  cost. 

"These  securities  produced  an  income  of  $2,756  per  annum, 
a  yield  of  a  mere  one  and  a  half  percent  on  market  and  one 
percent  of  the  book  cost. 

"These  securities  produced  an  income  of  $2,756  per  annum, 
a  yield  of  a  mere  one  and  a  half  percent  on  market  and  one 
percent  of  tlie  book  cost. 
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"The  $181,000  of  speculatively  rated  securities  represented 
76  percent  of  the  net  account  equity  which  then  was  $238,000. 
In  other  words,  by  my  judgment  the  future  of  Mrs.  Hecht's 
account,  Mrs.  Hecht's  remaining  equity,  shall  we  say,  de- 
pended rather  heavily  on  what  happened  to  the  speculative 
securities.  Of  the  speculative  securities  totalling  $181,000,  70 
percent  paid  no  dividend.  And  within  this  group  of  se- 
curities were  two  blocks  of  stock.  Great  Western  Finance 
and  San  Diego  Imperial,  which  alone  totalled  $106,000, 
which  Moody's  Investor  Service  on  March  13,  1961  in  a 
one-page  analysis  of  this  industry  stated,  and  I  quote:  'The 
stocks  of  the  savings  and  loan  holding  companies  have  be- 
come extravagantly  valued  in  relation  to  reasonable  expecta- 
tion of  future  after  tax  earnings.  They  should  be  held  only 
by  investors  willing  to  live  with  the  speculative  risks  now 
involved  in  them.'  From  Moody's.  (Court  Transcript  1902- 
1903,  Plaintiff's  Exhibit  262) 

"...  (The)  data  also  revealed  commission  payments  to  the 
broker  arising  from  the  trading  activity  in  the  account  which, 
in  my  judgment,  were  completely  disproportionate  to  the  size 
of  the  account  and  financial  capacity  of  Mrs.  Hecht.  Actually, 
in  my  judgment,  Mrs.  Hecht  should  not  have  been  on  margin 
at  all. 

"Q.     Did  you  come  to  any  other  conclusion  at  that  time,  sir? 

"A.  Yes,  sir.  Also  was  revealed  a  record  of  substantial 
realized  and  unrealized  losses  relative  to  the  size  of  the 
account. 

"Finally,  there  was  a  picture  which  presented  a  very  sub- 
stantial erosion  in  liquidating  value  of  the  assets  during  a 
seven-year  period  in  which  common  stocks  generally,  speak- 
ing of  the  averages,  showed  one  of  the  greatest  advances  in 
our  history  with  only  two  interruptions  in  I960  and  1962. 

"The  figures  on  declining  values  from  1957  to  1964,  to  a 
net  decline  in  the  area  of  50  percent  (Court  Transcript  1905- 
1906)." 
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In  contrast  to  the  net  dividend  income  of  $1,000  annually  found 
by  Mr.  Wentworth,  there  was  a  net  dividend  income  in  1958,  the 
first  full  calendar  year  the  account  was  at  Harris,  Upham,  of  over 
$17,500.  Complainant  presented  an  exhibit,  prepared  by  Mr.  Sauer, 
showing  that  had  the  original  portfolio  of  May  1,  1957  been 
maintained,  the  net  dividend  income  received  on  that  portfolio 
would  have  been  over  $108,000  more  than  the  net  dividend  income 
actually  received.  It  should  be  noted  that  in  this  computation,  the 
interest  charged  in  June  1957  on  the  margin  debit  was  used  as  a 
standard  for  each  and  every  month  involved.  (See  Complainant's 
Exhibit  #17) 

SUPERVISION 

Complainant  charged  that  Harris,  Upham  and  Mr.  Mejia  were 
responsible  for  Mr.  Wilder's  actions  as  his  employer  and  that 
they  violated  Section  27  of  the  Rules  of  Fair  Practice  by  failing  to 
institute  and  maintain  a  proper  and  adequate  system  of  supervision 
and  control. 

Respondent  Mejia  was  the  partner  in  charge  of  the  San  Fran- 
cisco office  for  the  entire  period  in  question.  As  such,  he  was 
charged  with  the  primary  duty  of  supervision.  Further,  Mr.  Mejia 
and  his  two  assistants  divided  among  them  the  task  of  reviewing 
tlie  securities  accounts  of  the  individual  registered  representatives 
whose  accounts  Mr.  Mejia  had  the  responsibility  to  review. 

In  discharging  his  supervisory  duties,  Mr.  Mejia  had  available 
to  him  the  following  five  aids: 

1.  The  IBM  commission  runs  showing  the  commissions  earned 
monthly  from  each  registered  representative  by  customer; 

2.  The  monthly  account  statement  for  complainant's  securities 
account; 

3.  The  initial  account  documents  signed  by  complainant,  which 
stated  she  was  a  widow,  that  she  was  retired,  and  that  she  desired 
to  receive  her  dividends  each  month; 
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4.  Mr.  Wilder's  running  account  of  complainant's  account, 
which  listed  all  transactions  in  the  account; 

5.  An  order  department  tabulation  indicating  all  of  the  trans- 
actions for  each  client  and  each  representative  by  name. 

Mr.  Mejia,  in  fact,  did  little  to  supervise  the  handling  of  Mrs. 
Hecht's  account  by  Mr.  Wilder.  To  approve  the  opening  of  her 
account,  Mr.  Mejia  did  no  more  than  to  read  over  the  new 
account  card  filled  out  by  Mr.  Wilder  (Court  Transcript  248). 
He  did  nothing  thereafter  to  determine  her  needs  and  objectives, 
which  he  admitted  he  did  not  know,  while  assuming  it  was  a 
trading  account.  At  no  time  did  he  talk  with  her,  meet  her,  or 
invite  her  into  the  ojflfice.  Nor  was  her  account  every  reviewed  by 
Harris,  Upham's  research  department,  although  the  Hecht  account 
was  admittedly  a  "substantial"  one. 

In  view  of  his  lack  of  familiarity  with  Mrs.  Hecht  and  her  needs 
and  objectives,  it  is  clear  that  any  review  by  Mr.  Mejia  of  com- 
plainant's account  would  be  of  little  value.  All  Mr.  Mejia  did,  in 
fact,  was  to  look  at  complainant's  monthly  statement  once  a  month, 
along  with  800  or  900  other  monthly  statements.  This  review  of 
all  the  monthly  statements  consumed  only  a  few  hours  a  month 
of  Mr.  Mejia's  time  and  was  very  general  in  nature.  Mr.  Mejia 
testified  that  he  looked  for  low  priced  or  Canadian  securities,  but 
that  he  did  not  seek  to  determine  whether  the  transactions  were 
suitable  for  the  particular  customer. 

As  to  the  commodity  transactions,  there  was  no  review  of  Mr. 
Wilder's  activities.  Neither  Mr.  Mejia  nor  anyone  else  in  San 
Francisco  ever  reviewed  the  monthly  commodity  statements, 
although  Mr.  Mejia  had  the  responsibility,  according  to  the  firm's 
senior  personnel,  of  supervising  commodity  accounts  in  San  Fran- 
cisco. The  New  York  office  "assumed"  that  Mr.  Mejia  was  super- 
vising Mr.  Wilder's  commodities  activities. 

It  is  apparent  that  such  supervision  was  inadequate.  Adequate 
supervision  would  have,  at  the  least,  raised  questions  in  the  minds 
of  the  supervisory  personnel  of  the  propriety  of  such  a  high  degree 
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of  activity  and  commodity  transactions  in  the  account  of  a  "retired" 
widow.  That  at  no  time  any  such  questions  were  raised  or  pursued 
indicates  a  supervisory  failure  by  Mr.  Mejia  and  the  member  firm. 

The  single  document  which  would  most  likely  lead  a  supervisor 
to  question  the  registered  representative  about  complainant  and 
her  account  was  the  IBM  commission  runs.  The  monthly  com- 
mission runs  show  the  commissions  charged  to  an  account  for  both 
commodity  and  security  transactions  and  the  commission  earned. 
These  runs  revealed  the  substantial  commissions  charged  to  com- 
plainant, in  relation  to  tlie  total  commissions  earned  by  the  branch 
office  and  by  Mr.  Wilder. 

The  commissions  charged  complainant  on  securities  transactions 
represented  36.8  percent  of  the  total  securities  commissions  earned 
by  Mr.  Wilder  for  Harris,  Upham.  This  figure  varied  annually  be- 
tween a  low  of  28.9  percent  and  a  high  of  over  54  percent  (See 
Exhibit  B  of  Complainant's  Exhibit  #1). 

The  commissions  charged  complainant  on  commodity  transac- 
tions represented  59  percent  of  the  total  commodity  commissions 
earned  for  Harris,  Upham  by  Mr.  Wilder  over  the  life  of  the 
account  and  71  percent  for  the  years  1962  through  1964. 

For  the  life  of  the  account,  the  commodity  commissions  charged 
complainant  represented  31  percent  of  all  income  received  on 
commodities  by  the  San  Francisco  office  of  Harris,  Upham  (See 
Exhibit  A  of  Complainant's  Exhibit  #1).  For  the  years  1962 
through  1964,  the  figure  was  38  percent  and  for  a  least  this  period, 
complainant's  commodity  account  was  the  largest  producer  of 
commodity  commissions  in  the  San  Francisco  office. 

The  combined  commissions  charged  complainant  on  securities 
and  commodities  transactions  represented  51  percent  of  Mr. 
Wilder' s  total  commissions  and  4.7  percent  of  the  total  income  of 
the  San  Francisco  office,  although  representing  less  than  1/lOth  of 
1  percent  of  the  number  of  accounts  in  that  office. 
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Although  the  IBM  commission  runs  should  have  caused  Mr. 
Mejia  and  Harris,  Upham  to  determine  the  nature  of  Mrs.  Hecht's 
needs  and  objectives,  it  would  appear  that  they  responded  instead 
by  giving  Mr.  Wilder  a  salary  increase  and  two  $5,000  bonuses 
at  the  very  time  (l96l)  complainant's  account  was  producing  the 
most  in  commissions.  Further,  shortly  after  complainant's  account 
was  withdrawn  in  1964,  Mr.  Wilder's  salary  was  reduced  from 
$1,250  a  month  to  $850  a  month  (Complainant's  Exhibit  #60). 

We  are  concerned  that  there  was  no  regular  review  of  accounts 
by  principals  to  provide  supervision  with  respect  to  the  suitability 
of  recommendations.  An  effective  review  of  Mrs.  Hecht's  account, 
which  originally  consisted  overwhelmingly  of  income-producing, 
long-term  investment  stocks  and  which  thereafter  became  laden 
with  speculative,  non-dividend  paying  securities,  should  have 
raised  questions  of  suitability.  That  no  such  questions  were  raised 
is  evidence  of  a  lack  of  supervision. 

Mr.  Wilder  recommended  and  effected  short  sales  of  three 
different  securities  in  Mrs.  Hecht's  account,  on  which  there  was 
a  loss  of  $10,474.  We  believe  that  short  transactions  are  of  a 
speculative  nature  which  would  be  suitable  only  for  a  trading 
account.  Apparently,  Harris,  Upham  agrees  to  the  extent  that  they 
require  the  head  of  the  firm's  margin  department  to  report  to  a 
partner  any  short  sales  for  the  account  of  a  woman. 

That  these  short  transactions  did  not  lead  the  firm  to  investi- 
gate the  nature  of  Mrs.  Hecht's  account  again  illustrates  the  in- 
adequacies of  the  member's  supervisory  practices. 

Messrs.  Burns  and  Harris  reviewed  the  member's  supervisory 
practices.  They  pictured  their  supervisory  operations  as  a  system 
of  decentralized  supervisory  responsibilities  augmented  by  IBM 
computer  tallies  of  customer,  representative,  and  branch  office 
commissions  and  securities  totals,  including  but  not  limited  to 
a  breakdown  by  securities  and  customers.  These  computer  "runs" 
were  apparently  reviewed  in  the  main  office  by  various  officers. 
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As  stated  by  Mr.  Burns,  the  computer  tallies  were  not  sufficient 
to  alert  principals  as  to  a  supervisory  deficiency  in  the  San  Fran- 
cisco branch  office. 

Apparently,  to  compensate  for  these  deficiencies,  a  traveling 
auditor  was  employed  to  visit  and  review  the  activities  of  the 
branch  offices.  Mr.  Harris  noted  that  prior  to  1962,  no  records 
were  maintained  which  would  reflect  the  steps  taken  by  this  audi- 
tor to  enforce  his  "oversight"  or  "watchdog"  activities.  Mr. 
Wilder  testified  in  court  that  his  activities  were  never  directly 
questioned  by  the  auditor.  Too,  Mr.  Mejia  seemed  to  be  unaware 
or  unclear  as  to  just  what  the  auditor  was  doing. 

Harris,  Upham  presented  a  guide  (Respondents'  Exhibit  #11) 
used  by  the  traveling  auditor  in  reviewing  branch  offices.  Although 
the  guide  was  not  prepared  until  October  1965,  the  procedures 
reportedly  were  used  since  traveling  auditors  commenced  inves- 
tigating the  branch  offices  in  1962,  and  even  before. 

The  only  items  in  this  guide  which  could  be  said  to  relate  to 
the  supervision  of  customer  accounts  are  B7,  which  calls  for  the 
personal  review  of  the  customer  account  books  maintained  by  the 
registered  representative,  and  C3,  which  calls  for  discussion  of 
the  point  that  approval  is  required  from  the  New  York  office  to 
open  a  commodity  account  for  a  woman.  As  already  noted,  Mr.  | 
Wilder  testified  that  the  auditor  never  checked  his  customer 
account  books;  and  there  is  nothing  in  the  record  reflecting  that 
specific  approval  was  obtained  from  the  member's  main  office  for 
the  opening  of  a  commodity  account  for  Mrs.  Hecht. 

The  use  of  a  traveling  auditor  was,  therefore,  of  no  value  to  the 
member  in  meeting  its  duty  to  supervise  Mr.  Wilder  and  his  han- 
dling of  Mrs.  Hecht' s  account. 

Another  indication  of  the  failure  of  Harris.  Upham  to  supervise 
adequately  its  customers'  accounts  is  the  allowance  of  the  opening 
of  a  commodity  account  for  Mrs.  Hecht  without  meeting  the 
company's  own  standards.  In  this  regard,  Harris,  Upham's  com- 
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modity  manual  (Complainant's  Exhibit  #44)  states  that  no  com- 
modity account  may  be  opened  for  a  woman  unless  they  have  suffi- 
cient experience  and  knowledge  of  commodity  trading  and  then 
only  upon  approval  of  a  partner;  and  also  that  no  commodity 
account  may  be  opened  for  any  person  where  the  registered  repre- 
sentative's judgment  dictates  the  undesirability  of  its  acceptance. 
This  would  include  an  individual  adjudged  incompetent  or  insane 
or  otherwise  legally  incapable  of  acting  in  his  own  behalf.  These 
policies  were  admittedly  in  effect  (Hearing  Transcript  page  374) 
when  a  commodity  account  was  opened  for  Mrs.  Hecht  in  May 
1957.  Yet  nothing  was  done  by  Mr.  Mejia  or  Harris,  Upham  to 
determine  that  Mrs.  Hecht  in  fact  did  possess  sufficient  experience 
and  knowledge  in  this  area,  which  it  is  apparent  she  did  not. 

The  member  firm  may  not  exclusively  rely  upon  what  a  new 
employee  or  any  employee  tells  them  to  discharge  their  duty  to 
supervise.  Although  it  is  not  clear  even  that  Mr.  Wilder  was 
questioned  regarding  Mrs.  Hecht's  competence  or  ability  regard- 
ing commodities  or  securities,  the  firm  was  obliged  to  take  further 
steps  to  satisfy  itself  that  Mrs.  Hecht  was  fully  aware  of  the  risks 
involved  in  an  active  commodity  trading  account.  This  was  not 
done. 

Harris,  Upham,  in  stressing  to  this  Committee  that  its  policy 
is  one  of  decentralization  and  delegation  of  authority,  insists  that 
such  decentralization  and  delegation  is  a  necessity  in  a  large 
national  organization  such  as  theirs.  Although  the  Committee  is 
well  aware  that  authority  must  be  decentralized  and  delegated  in 
large  operations,  it  is  also  apparent  that  responsibility  ultimately 
rests  with  the  member.  Such  responsibility  cannot  be  avoided  on 
the  basis  of  the  delegation  of  authority;  and  a  firm,  which  can 
only  act  through  individuals,  must  bear  the  responsibility  for  those 
who  act  in  its  name.  Any  other  approach  would  permit  a  member 
firm  to  disclaim  responsibility  by  merely  "delegating"  all  authority 
in  the  area  of  supervision  of  customers'  accounts  to  its  registered 
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representatives — the   very  individuals  whom   the  member  must 

supervise. 

In  this  regard,  it  is  also  appropriate  to  note  that  Harris,  Upham 
was  censured  by  this  Committee  in  July  1958  for  a  lack  of  super- 
vision in  its  San  Francisco  office.  The  Committee's  action  was 
affirmed  by  the  Board  of  Governors.  This  discipline  was  imposed 
after  the  filing  of  a  complaint  on  April  10,  1957,  charging  Harris, 
Upham,  one  of  its  registered  representatives,  and  another  firm 
with  violations  arising  from  the  parking  and  interpositioning  of 
securities  owned  by  Harris,  Upham. 

The  position  of  Harris,  Upham  was  that  it  was  not  an  active 
participant  in  the  transactions  handled  by  its  registered  repre- 
sentative. The  decision  of  this  Committee  responded  as  follows: 
"A  member  firm  of  the  Association  cannot,  of  course,  be 
expected  to  discover  immediately  every  violation  of  the 
Rules  of  Fair  Practice  which  is  committed  by  its  employees. 
In  this  case,  however,  the  transactions  were  carried  on  over 
a  period  of  time,  and  we  are  forced  to  the  conclusion  that 
a  number  of  the  transactions  could  have  been  prevented  if 
proper  standards  of  supervision  had  been  followed  by  Har- 
his,  Upham." 

Thus,  Harris,  Upham  was  especially  placed  upon  notice  by  this 
Committee  of  the  inadequacy  of  its  supervision  of  its  registered 
representatives  in  San  Francisco  at  the  very  time  Mr.  Wilder  first 
became  employed  and  at  the  very  time  Mrs.  Hecht  first  became 
a  customer  of  Harris.  Upham.  This  special  notice  of  inadequate 
supervision  further  highlights  Harris,  Upham's  failure  to  super- 
vise Mr.  Wilder,  a  new  employee,  adequately  and  his  handling 
of  Mrs.  Hecht' s  account. 

It  is  apparent  that  there  were  no  supervisory  practices  in  the 
home  office  in  New  York  which  would  discover  supervisory  defi- 
ciencies in  San  Francisco.  The  prime  supervisory  responsibility, 
accordinp;  to  Mr.  Henry  U.  Harris,  Sr.  (Hearing  Transcript  page 
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590),  was  vested  in  Mr.  Mejia.  The  sole  responsibility  to  check 
for  suitability  or  for  a  "blue  sky"  violation  rested  with  Mr.  Mejia. 

There  is  no  review  in  New  York  of  the  monthly  statements  for 
customers  of  the  San  Francisco  office,  nor  is  there  any  check  made 
to  see  whether  the  partner  in  charge  of  an  office  has  knowledge 
of  each  customer's  investment  needs  and  objectives. 

The  review  in  New  York  was  limited  to  a  daily  check  on  the 
total  quantities  of  each  stock  purchased  that  day  by  all  of  the 
Harris,  Upham  offices. 

As  to  commodities,  the  review  in  New  York  was  limited  to  a 
weekly  review  of  the  overall  position  of  Harris,  Upham's  customer's 
in  each  commodity.  This  review  is  not  broken  down  by  individual 
customer  and  has  nothing  to  do  with  the  commitment  or  suitability 
of  an  individual  customer's  commodities  position.  According  to 
Mr.  Henry  U.  Harris,  the  job  of  supervising  the  commodities 
business  in  the  San  Francisco  office  was  delegated  to  Mr.  Wilder. 

Although  Harris,  Upham  has  introduced  various  memoranda 
setting  forth  its  supervisory  procedures,  it  is  clear  in  the  context 
of  the  case  that  its  practices  were  inadequate.  This  Committee  is 
not  called  upon  to  say  what  practices  and  procedures  would  here 
have  been  adequate.  It  is  sufficient  to  note,  as  we  do,  that  had 
adequate  procedures  and  practices  been  in  effect,  the  improper 
handling  of  Mrs.  Hecht's  account  by  Mr.  Wilder  would  have  been 
detected  and  would  not  have  been  permitted  to  continue  for 
almost  seven  years.  As  this  Committee  noted  in  its  earlier  censure 
of  Harris,  Upham  for  failure  to  supervise,  although  a  member 
firm  cannot  be  expected  to  discover  immediately  every  violation 
of  the  Rules  of  Fair  Practice  committed  by  its  employees,  it  is 
required  to  detect  and  act  when  there  is  a  series  of  improper 
transactions  carried  on  over  a  period  of  time.  In  this  respect, 
Harris,  Upham  has  failed  in  its  duty. 

We  find,  therefore,  that  Harris,  Upham  failed  to  exercise 
proper  and  adequate  supervision  of  its  branch  office  manager. 
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Arthur  Mejia,  and  its  registered  representative,  Asa  V.  Wilder, 
for  each  and  every  transaction  in  Mrs.  Hecht's  securities  account 
and  that  such  failure  constitutes  a  separate  and  distinct  violation 
for  each  and  every  transaction  of  Sections  1  and  27  of  Article  III 
of  the  Rules  of  Fair  Practice  and  that  such  violations  on  the  part 
of  Harris,  Upham  represent  conduct  inconsistent  with  just  and 
equitable  principles  of  trade. 

We  further  find  that  Arthur  Mejia  failed  to  exercise  proper  and 
adequate  supervision  over  Asa  V.  Wilder,  for  each  and  every 
transaction  in  Mrs.  Hecht's  securities  account  and  that  such  failure 
constitutes  a  separate  and  distinct  violation  for  each  and  every 
transaction  of  Section  1  and  27  of  Article  III  of  the  Rules  of  Fair 
Practice  and  that  such  violations  on  the  part  of  Arthur  Mejia 
represent  conduct  inconsistent  with  just  and  equitable  principles 
of  trade. 

Mark-Ups 

Complainant  has  raised  questions  and  made  allegations  related 
to  Harris,  Upham's  mark-up  policies,  specifically  alleging  that  the 
respondent  member  violated  Section  4  of  Article  III  of  the  Rules 
of  Fair  Practice.  During  the  life  of  the  account,  there  were  6A 
principal  transactions.  It  was  not  possible  to  determine  the  actual 
mark-ups  (respondents'  comparisons  from  off-setting  transactions 
were  either  lost  or  they  were  unable  to  locate  them),  and  respond- 
ents have  stated  that  the  mark-up  on  principal  transactions  is  gen- 
erally equivalent  to  stock  exchange  commissions;  a  larger  mark-up 
requires  a  partner's  approval;  and  under  Harris,  Upham's  policy  is 
never  more  than  3  percent  of  the  principal  amount. 

We  have  reviewed  carefully  all  of  the  material  introduced  at 
the  hearing  related  to  this  subject,  and  we  can  find  no  evidence  to 
indicate  a  pattern  of  high  mark-ups  levied  in  principal  transactions 
consummated  for  Mrs.  Hecht;  nor  is  there  any  reason  to  believe 
that  the  respondents  acted  contrary  to  the  provisions  of  the  Board's 
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5  Percent  Poliq^.  Accordingly,  we  hereby  dismiss  the  complaint  as 
it  relates  to  this  allegation. 

PENALTIES 
On  the  basis  of  our  findings  and  the  above  considerations,  it  is 
the  decision  of  the  Committee  that  the  following  penalties  be 
levied  against  the  respondents: 

1.  That  Asa  V.  Wilder's  registration  with  the  Association 
be  revoked  and  he  be  fined  $10,000. 

2.  That  Arthur  R.  Mejia's  registration  with  the  Associa- 
tion be  suspended  for  a  period  of  five  days  and  that  he  be 
fined  $5,000,  such  suspension  to  commence  at  a  date  to  be 
set  by  the  President  of  the  Association. 

3.  That  the  respondent  member,  Harris,  Upham  &  Co., 
Inc.  be  censured  and  fined  $50,000. 

4.  That  the  respondents,  Harris,  Upham  &  Co.,  Inc., 
Arthur  R.  Mejia,  and  Asa  Wilder  be  jointly  and  severally 
assessed  the  cost  of  the  proceedings  as  follows: 

Hearing  Transcript $2,897.50 

Duplications  3,02 1 .44 

Printing  of  Decision 249.74 

TOTAL $6,168.68 

District  Business  Conduct  Committee  No.  2 

by    /s/  G.  J.  Ehler 
Chairman 
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Appendix  B 

United  States  District  Court 
Northern  District  of  California 

No.  44137  (Civil) 

Filed  Sept.  25,  1968. 

Bertha  Hecht, 

Plaintiff, 
vs. 

Harris,  Upham  &  Co.,  a  partnership,  Harris, 
Upham  &  Co.,  Inc.,  a  corporation,  Arthur 
R.  Mejia,  Asa  V.  Wilder,  George  Upham 
Harris,  Henry  Upham  Harris,  Jr.,  Frank  L. 
Patty,  et  al, 

Defendants. 

MEMORANDUM  OF  DECISION 
RE  MOTION  TO  REOPEN  CASE 

On  March  29,  1968  the  court  rendered  its  final  judgment  in 
favor  of  plaintiff  for  $504,391.02  and  the  judgment  has  been  on 
appeal  by  both  parties  since  April  1968. 

On  August  30,  1968  plaintiff  moved  for  an  order  indicating 
the  willingness  of  the  court  to  reopen  the  case  (as  allowed  by 
Rule  60[b]  Fed.  R.  Civ.  P.)  on  the  issue  of  punitive  damages 
and  upon  the  ground  of  (l)  alleged  fraud  of  defendant  Harris 
Upham,  and  (2)  newly  discovered  evidence. 

At  the  hearing  of  this  motion  on  September  20th  last  plaintiff 
established  that  defendant  Harris  Upham,  when  presented  in 
January  1966  with  pre-trial  interrogatories  asking  whether  Harris 
Upham  had  ever  been  censured  or  otherwise  disciplined  by  the 
National  Association  of  Security  Dealers,  answered  to  the  effect 
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that,  between  May  1957  and  March  1964,  the  firm  had  not  been 
so  censured. 

Plaintiff  also  established  that  this  answer  was  just  not  true 
because,  as  now  conceded  in  open  court  by  counsel  for  Harris 
Upham,  the  firm  had  in  fact  been  censured  by  NASD  in  July  1958 
for  lack  of  supervision  in  its  San  Francisco  office. 

Whether  this  answer  was  given  inadvertently  or  through  mis- 
understanding or,  as  alleged  by  plaintiff,  fraudulently,  the  answer 
did  certainly  deprive  plaintiff  of  discovery  information  to  which 
she  was  entitled  for  trial  purposes  but  which  she  did  not  become 
aware  of  until  as  recently  as  August  1968,  four  months  after  the 
judgment  when  the  censure  was  disclosed  in  a  decision  handed 
down  by  the  District  Business  Conduct  Committee  of  NASD 
disciplining  Harris  Upham  for  its  failure  to  supervise  the  Hecht 
account.^ 

The  court  holds,  however,  that  the  deprivation  of  plaintiff's 
right  to  introduce  into  the  trial  evidence  of  the  NASD  censure  of 
July  1958,  was,  fortunately,  not  prejudicial  and,  therefore,  would 
not  warrant  setting  aside  the  March  1968  final  judgment  of  this 
court  in  order  to  re-try  the  issues  of  either  lack  of  supervision  or 
exemplary  damages. 

The  newly  discovered  evidence,  even  if  placed  in  the  record, 
would  be  competent  only  for  the  limited  purpose  of  showing  the 
fact  of  the  July  1958  NASD  censure — not  for  the  purpose  of 
proving  the  propriety  of  the  censure  in  the  absence  of  some  admis- 
sion by  Harris  Upham. 

Further,  proof  of  this  previous  censure  could  possibly  relate 


1.  Although  plaintiff  subpoenaed  NASD  records  to  the  trial,  the 
records  were  not  delivered  to  plaintiff  because,  upon  a  claim  of  confiden- 
tiality by  NASD,  the  records  (twelve  large  envelopes  filled  with  docu- 
ments) were  examined  in  camera  by  the  court  and  reported  on  by  the 
court  as  shown  in  Transcript  p.  4406-4410.  Plaintiff's  counsel,  lacking  the 
discovery  information  requested  in  their  interrogatories,  were  in  no  posi- 
tion to  assist  the  court  by  directing  attention  to  the  existence  or  eviden- 
tiary significance  of  documents  which  might  have  disclosed  the  censure. 


36  Appendix 

only  to  two  issues:  (a)  the  issue  of  lack  of  supervision  of  the 
plaintiff's  account  by  Harris  Upham,  e.g.,  showing  similar  lack  of 
supervision  of  other  accounts  in  the  San  Francisco  office,  and  (b) 
to  the  issue  of  exemplary  damages,  e.g.,  showing  that  Harris 
Upham  had  been  reminded  and  warned  by  NASD  through  the 
July  1958  censure  of  its  supervisory  inadequacies  as  a  factor  bear- 
ing upon  its  wilfulness  in  failing  to  supervise  plaintiff's  account. 

As  to  (a),  the  showing  of  other  similar  instances  of  lack  of 
supervision  as  bearing  on  the  issue  of  lack  of  supervision,  the 
newly  discovered  evidence  would  be  merely  cumulative  since  this 
court  has  already  found  in  favor  of  plaintiff  that  Harris  Upham 
did  in  fact  fail  to  provide  adequate  supervision  of  the  handling 
of  plaintiff's  account. 

As  to  (b) ,  the  showing  of  previous  reminder  and  warning  as 
bearing  on  the  issue  of  wilfulness  and  exemplary  damages,  the 
evidence  would  be  also  cumulative  because  tlie  trial  record  clearly 
shows  that  there  never  was  any  genuine  dispute  but  that  Harris 
Upham  at  all  times  well  knew  and  understood  its  supervisory  obli- 
gations without  need  of  any  reminder  or  warning  from  NASD. 
Thus,  the  evidence  could  add  nothing  to  the  element  of  wilfulness 
of  the  firm's  failure  to  supervise.^ 

Further,  exemplary  damages  are  never  a  matter  of  right,  always 
a  matter  in  the  discretion  of  the  fact  finder — even  though  it  be 
established  in  point  of  fact  that  elements  exist  which  would  war- 
rant exemplary  damages.  2^  C.].S.  Damages,  §  117(2),  p.  1116; 
Lane  v.  Gorman,  547  F.2d  332  (lOth  Cir.  1965)  ;  Stoody  v.  Roher, 
374  F.2d  672  (lOth  Cir.  1967) ;  Triton  v.  Committee,  43  Cal.  Rptr. 
504  (1965). 


2.  Plaintiff's  counsel  concede  (Memorandum  filed  8/30/68  p.  8) 
that  they  had  evidence  at  the  trial  that  the  Harris  Upham  supervisory 
practices  had  been  criticized  by  NYSE.  Their  complaint  is  merely  that 
they  had  not  been  able  to  obtain  evidence  that  the  firm  had  been  "actually 
disciplined." 
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The  evidence  upon  which  this  court  reached  its  conclusion  on 

the  subject  of  exemplary  damages  is  fully  set  forth  in  this  court's 

Memorandum  of  Decision  of  March   22,   1968.  The  judgment 

entered  thereon  should  stand — subject  only  to  appellate  review. 

Dated:     September  25th,  1968. 

/s/      W.  T.  SWEIGERT 

United  States  District  Judge 
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No.  23018 
United  States 

COURT  OF  APPEALS 

for  the  Ninth  Circuit 


RIZAL  COMMERCIAL  BANKING  CORPORATION, 

a  corporation, 

Appellant, 

V. 

NED  PUTNAM, 

Appellee. 


BRIEF  OF  APPELLANT 


Appeal  from  the  United  States  District  Court 
for  the  District  of  Oregon 

The  Honorable  John  F.  Kilkenny,  Judge 


STATEMENT  OF  THE  ISSUES  PRESENTED 


The  issues  presented  by  this  appeal  are : 

Did  the  Court  err  in  denying  plaintiff's  motion 
for  a  directed  verdict,  and  in  submitting  the  follow- 
ing issues  to  the  jury: 

(1)  whether  there  was  "cause,"  or  considera- 


tion,  for  defendant's  execution  of  a  certain  instru- 
ment of  guaranty;  and 

(2)  whether  defendant  executed  the  instru- 
ment of  guaranty  through  a  ' 'mistake," 

and  in  denying  plaintiff's  subsequent  motion  to  set 
aside  the  verdicts  and  judgment  for  defendant,  and 
to  enter  a  judgment  in  favor  of  plaintiff  for  $231,- 
142.77;  said  motions  having  been  on  the  ground  that, 
viewing  the  evidence  and  inferences  in  the  light  most 
favorable  to  defendant,  a  judgment  for  plaintiff  in  at 
least  this  amount  was  the  only  conclusion  that  could 
be  reached  as  a  matter  of  law;  and 

Did  the  Court  err  in  denying  plaintiff's  motion  for 
a  new  trial,  said  motion  being  on  the  ground  that  the 
verdicts  for  defendant  were  against  the  clear  weight 
of  the  evidence;  and  was  the  Court's  denial  of  this 
motion,  on  the  ground  stated  by  the  Court,  an  abuse 
of  discretion  justifying  review  on  appeal? 

STATEMENT  OF  THE  CASE 

1.  Nature  of  the  Case;  Proceedings  and  Disposition  in 
the  Trial  Court. 

This  is  an  action  by  plaintiff  Rizal  Commercial 
Banking  Corporation  C'the  Rizal  Bank"  or  ''the 
Bank"),  a  Philippines  corporation,  to  recover  from  de- 
fendant Ned  Putnam,  as  a  guarantor  thereof,  the 
amounts  which  the  Bank  had  loaned  to  Big  Chrome 
Exploration  Co.,  Inc.  on  a  certain  deferred  letter  of 
credit.  The  amount  for  which  the  complaint  sought 


judgment  was  $269,673.70;  but  this  was  increased  by 
the  accrual  of  additional  interest,  and  reduced  in  re- 
sponse to  various  rulings  of  the  Court  during  the 
trial,  and  the  amount  of  the  claim  as  sought  in  the 
Motion  for  Judgment  Notwithstanding  the  Verdict 
was  $231,142.77. 

The  case  was  tried  to  a  jury  on  January  11,  12 
and  13,  1968,  before  the  Honorable  John  F.  Kilkenny, 
District  Judge.  At  the  conclusion  of  the  testimony 
plaintiff  moved  for  a  directed  verdict,  and  also  for 
orders  withdrawing  each  of  the  issues  respectively,  in- 
cluding the  issue  of  "cause"  or  consideration  and  the 
issue  of  mistake,  from  the  jury.  The  defendant  made 
similar  motions  on  defense  issues.  Rulings  on  the  mo- 
tions for  directed  verdicts  were  reserved,  the  other 
motions  were  denied,  and  the  case  was  submitted  to 
the  jury.  The  jury  returned  general  and  special  ver- 
dicts for  the  defendant,  and  judgment  was  entered 
thereon  on  January  13,  1968.  On  March  14,  1968  the 
Court  denied  plaintiff's  Motions  for  Judgment  Not- 
withstanding the  Verdict  and  for  a  New  Trial,  and 
this  appeal  followed. 

2.   Statement  of  the  Facts. 

Because  of  the  nature  of  the  issues  presented  on 
this  appeal,  as  stated  above,  we  deem  it  necessary  to 
include  in  the  following  factual  narrative  sufficient 
detail  to  show  Mr.  Putnam's  business  background  and 
experience,  and  the  extent  of  his  total  involvement  in 
the  transaction  giving  rise  to  the  guaranty. 


Defendant  Putnam  is  a  resident  of  Klamath  Falls, 
Oregon,  where  he  attended  the  public  schools  and  then 
entered  business.  His  primary  occupation  was  as  a 
logging  contractor,  but  he  was  also  engaged  in  the 
construction  business,  and  he  was  part  owner  of  a 
sawmill.  In  the  construction  field  Putnam  contracted 
and  built  buildings,  helped  construct  the  Canada-Cal- 
ifornia gas  line,  etc.  (Tr.  pp.  143,  190).  In  1953  he 
put  some  money  into  a  metallurgical  chrome  mine 
venture  in  Northern  California,  and  provided  truck- 
ing services  for  the  mining  operation,  but  did  not 
otherwise  participate  in  the  mining  operation  ( Tr.  pp. 
149,  191-2). 

In  the  course  of  his  logging,  construction  and 
trucking  activities  Putnam  acquired  a  substantial 
amount  of  heavy  equipment,  including  an  airplane 
for  his  own  use.  He  owned  and  operated  a  machine 
shop  that  was  capable  of  doing  major  overhaul  jobs 
on  heavy  equipment  and  of  fabricating  and  manufac- 
turing specialized  equipment  (Tr.  p.  153). 

At  the  time  of  the  trial  Putnam  had  acquired  in- 
terests in  several  plantations  in  the  Philippines,  with 
avocados  as  their  primary  product  (Tr.  p.  191).  In 
1966  he  had  negotiated  with  the  National  City  Bank 
of  New  York  for  financing  of  his  Philippines  ven- 
tures (Tr.  pp.  188-9). 

Early  in  1963  Putnam  decided  to  sell  his  logging 
and  other  equipment.  With  this  in  mind  he  visited 
several  Pacific  Coast  cities  making  inquiries  about 
the  market  for  used  equipment.  In  San  Francisco  he 


talked  to  Wayne  Fogelstrom,  a  vice  president  of  Dis- 
cal  Corporation  (^'Discal").  Discal  is  an  exporter  of 
machinery  and  equipment,  and  has  a  branch  office  in 
Manila.  Foglestrom  advised  Putnam  that  the  best 
market  for  his  machinery  would  be  in  the  Philippines 
(Tr.  pp.  143-5). 

Acting  on  this  recommendation,  Putnam  went  to 
the  Philippines.  He  arrived  in  Manila  on  March  7, 
1963,  and  worked  for  three  weeks  on  the  sale  of  his 
equipment.  In  the  latter  part  of  March  he  met  Fogel- 
strom in  the  Manila  Hotel,  and  talked  with  him  about 
the  terms  on  which  Discal  would  handle  the  equipment 
in  the  Philippines  (Tr.  pp.  146,  193).  Through  Fogel- 
strom, Putnam  became  acquainted  with  Bernabe  Ang, 
an  employee  in  Discal's  Manila  office,  and  Jose  Ro- 
bles.  Robles  was  president  and  Ang  was  vice  president 
of  Big  Chrome  Exploration  Co.,  Inc.  (''Big  Chrome"). 

Early  in  April,  during  a  luncheon  conversation 
about  mining  in  the  Philippines,  Ang  and  Robles  told 
Putnam  and  Fogelstrom  about  a  refractory  chrome 
mine  that  Big  Chrome  was  attempting  to  finance  and 
develop.  This  mine,  located  a  few  hours  drive  from 
Manila,  contained  commercial  grade  ore,  but  had 
never  been  operated,  except  by  crude  hand  methods 
(Tr.  p.  150).  Learning  of  Putnam's  acquaintance  ten 
years  earlier  with  a  metallurgical  chrome  mine  in 
Northern  California,  Ang  and  Robles  urged  him  to 
visit  the  Big  Chrome  mine,  and  to  recommend  suitable 
equipment  and  procedures  for  operating  it  (Tr.  pp. 
148-9,  193). 


Putnam  at  first  refused  to  make  the  trip  to  the 
mine;  but  during  April  Ang  and  Robles  continued  to 
talk  to  Putnam  and  Fogelstrom  about  Big  Chrome. 
From  later  developments,  to  be  set  forth  hereinafter, 
it  is  apparent  that  it  was  soon  recognized  that  a  sub- 
stantial part  of  Putnam's  logging  and  construction 
equipment  would  be  suitable  for  use  in  operating  Big 
Chrome's  mine,  and  that  Discal  would  be  interested 
in  selling  other  needed  mining  equipment  to  Big 
Chrome.  Big  Chrome  clearly  could  not  itself  obtain 
bank  financing,  but  if  Putnam  and  Fogelstrom  would 
obtain  a  $300,000  letter  of  credit  for  Big  Chrome, 
Big  Chrome  could  purchase  some  of  Putnam's  equip- 
ment and  other  equipment  from  Discal,  for  $300,000. 
In  addition,  however,  either  at  the  same  time  or  soon 
thereafter,  it  was  apparently  further  proposed  that 
Putnam  and  Fogelstrom  put  some  money  into  Big 
Chrome  and  undertake  the  actual  field  management 
of  its  mining  operations,  in  return  for  a  share  of  its 
expected  profits. 

While  these  plans  were  evolving,  Putnam  contin- 
ued to  resist  the  urging  that  he  visit  the  Big  Chrome 
mine,  saying  that  he  wanted  to  get  back  to  the  States, 
where  he  still  had  logging  operations  going  near 
Klamath  Falls.  But  Putnam  admittedly  was  inter- 
ested in  the  Big  Chrome  proposal,  if  open  pit  mining 
would  be  feasible;  he  wasn't  interested  in  a  tunnel 
operation  (Tr.  pp.  150-151). 

In  the  middle  of  April,  Ang  first  called  on  the 
plaintiff  Rizal  Bank  and  inquired  about  a  $300,000 


letter  of  credit  for  Big  Chrome.  Plaintiff  was  a  new 
bank,  having  opened  for  business  only  three  months 
earlier,  on  January  2,  1963.  Ang  was  known  to  the 
Bank  officials  because  he  was  an  officer  of  another 
Bank  client  (Tr.  pp.  49,  50). 

At  the  Bank  Ang  talked  to  Daniel  Chiong,  who 
was  then  an  assistant  vice  president  in  the  credit 
department  (Tr.  p.  48).  Ang  told  Chiong  that  Big 
Chrome  might  be  interested  in  importing  some  min- 
ing machinery  at  a  cost  of  more  than  $300,000,  to  be 
paid  in  installments,  and  he  asked  Chiong  on  what 
terms  the  Bank  would  grant  Big  Chrome  a  deferred 
letter  of  credit  to  finance  the  transaction.  Chiong 
answered  that  the  Bank  would  of  course  require  col- 
lateral, and  a  "marginal"  deposit  in  an  unstated 
amount;  and,  since  Big  Chrome  was  not  in  operation, 
a  personal  guaranty  by  a  responsible  guarantor.  In 
this  connection  Ang  told  Chiong  that  a  financier  was 
interested  in  Big  Chrome,  but  he  did  not  then  men- 
tion Putnam  or  Folgelstrom  by  name.  At  the  conclu- 
sion of  the  conference,  Ang  said  that  he  and  his  asso- 
ciates would  study  the  Bank's  conditions  as  stated  by 
Chiong  (Tr.  pp.  49-51). 

Putnam  testified  that  on  the  last  weekend  before 
he  left  the  Philippines,  he  finally  consented  to  visit 
the  Big  Chrome  mine  (Tr.  p.  149).  Since  he  left  the 
Philippines  on  May  5,  this  would  place  his  visit  to 
the  mine  on  April  27  and  28. 

Robles,  Ang,  Putnam  and  Fogelstrom  made  the 
trip  to  the  mine.  Putnam  took  samples  out  of  the  tun- 
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nel  and  from  the  face  of  the  mine,  and  studied  the 
terrain  to  see  what  would  be  the  best  method  of  op- 
eration (Tr.  p.  150).  He  apparently  concluded  that 
open  pit  mining  would  be  feasible. 

After  returning  to  Manila,  Putnam  and  the  oth- 
ers discussed  the  Big  Chrome  venture  every  day,  usu- 
ally at  lunch,  and  Putnam  talked  with  Fogelstrom 
about  it  at  the  hotel;  but  Putnam  did  not  then  dis- 
close his  plans  for  operating  the  mine  (Tr.  pp.  194, 
195). 

At  about  this  time,  i.e.,  toward  the  end  of  April, 
Ang  returned  for  his  second  visit  to  the  plaintiff 
Bank,  accompanied  this  time  by  Robles  (Tr.  p.  55). 
Ang  and  Robles  named  Putnam  and  Fogelstrom  as 
American  financiers  intending  to  finance  the  oper- 
ation of  the  mine.  They  told  Chiong  that  Big  Chrome 
would  be  purchasing  mining  machinery  from  Discal 
for  $300,000,  that  Discal  was  requiring  a  20%  down 
payment,  and  that  the  balance  of  $240,000  would  be 
payable  in  six  semi-annual  installments  over  a  three- 
year  period,  with  interest  due  Discal  on  the  unpaid 
balance.  Ang  asked  Chiong  for  the  final  terms  on 
which  the  Bank  would  establish  a  deferred  letter  of 
credit  covering  the  $240,000  that  would  be  payable 
to  Discal  in  the  six  semi-annual  installments  (Tr.  pp. 
50-53). 

Chiong's  answer  to  Ang  was  that  for  such  a  letter 
of  credit  the  Bank  would  require  a  marginal  deposit 
of  25%,  or  $60,000;  guarantees  by  Putnam  and  Fo- 
gelstrom, and  also  by  Ang  himself,  and  by  his  uncle. 


Ang  Lam;  and  a  chattel  mortgage  on  the  mining 
machinery.  Chiong  stated  that  the  Bank's  manage- 
ment would  recommend  that  its  Executive  Committee 
approve  a  deferred  letter  of  credit  on  these  terms. 
(Tr.  pp.  51-53). 

As  previously  mentioned,  Putnam  left  Manila  on 
May  5,  and  returned  to  the  United  States  (Tr.  p. 
147).  He  took  the  Big  Chrome  ore  samples  with  him 
to  San  Francisco  to  be  assayed.  The  San  Francisco 
assay  reports  were  ''pretty  much  in  line"  with  the  re- 
ports that  Robles  had  given  him    (Tr.  p.  151). 

Putnam  immediately  returned  to  the  Philippines, 
arriving  back  in  Manila  on  May  13  (Tr.  p.  196). 
Upon  his  return,  he  went  to  work  on  a  description  of 
the  equipment  that  Big  Chrome  would  need,  and  on 
a  plan  for  the  operation  of  the  mine.  In  the  end,  he 
came  up  with  a  "flow  chart"  method  of  operation.  He 
testified  as  follows: 

"This  was  a  very  steep  hillside  and  a  very 
narrow  place  to  get  started  because  very  little 
ore  was  taken  out,  and  machinery  had  to  be  de- 
signed to  fit  in  a  very  narrow  space.  So  I  came 
up  with  a  flow  chart  for  this  mine  and  submitted 
it  to  Ang  to  take  to  Mr.  Robles."  (Tr.  p.  151). 

Putnam's  proposal  included  Big  Chrome's  pur- 
chase and  use  of  some  of  his  own  equipment,  such  as 
dozers,  front-end  loaders,  and  dump  trucks,  all  of 
which  Putnam  would  sell  to  Discal,  for  resale  to  Big 
Chrome;  other  equipment  that  Putnam  would  fabri- 
cate in  his  shop  at  Klamath  Falls  and  sell  to  Discal 
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at  cost,  for  resale  to  Big  Chrome ;  and  other  items  that 
Discal  would  locate  and  acquire  from  outside  sources, 
for  resale  to  Big  Chrome  (Agreed  Fact  No.  5,  R.  p. 
ll;Tr.  pp.  152,  158-160). 

Robles  and  Ang  checked  on  Putnam ^s  proposal, 
and  found  that  another  chrome  mine  a  few  miles 
away  was  using  the  method  of  operating  that  Putnam 
was  recommending.  Within  a  very  few  days,  Ang  and 
Robles  advised  Putnam  that  they  were  interested  in 
going  ahead  in  accordance  with  his  recommendation 
(Tr.  pp.  151,  196). 

At  about  the  same  time,  Putnam  and  Fogelstrom 
on  their  part  made  their  final  decision  to  participate 
in  the  Big  Chrome  venture.  In  explanation  of  his  de- 
cision, Putnam  said  that  Ang  and  Robles  * 'suggested 
that  we  go  up  and  stay  overnight  at  the  hacienda, 
and  it  was  a  nice,  relaxing  place  to  stay";  and  fur- 
ther, 

"Well,  I  was  interested  in  putting  this  min- 
ing machinery  together.  I  could  manufacture  and 
put  together  this  full  operation  the  way  it  was 
laid  out.  My  logging  operations  were  being  cur- 
tailed in  Klamath  Falls,  and  it  would  give  me 
extra  men  in  my  shop  to  put  this  machinery  to- 
gether. So  I  consented  to  put  this  package  to- 
gether for  Discal."  (Tr.  p.  153). 

Putnam  apparently  went  to  work  immediately  on 
a  detailed  description  and  listing  of  the  equipment 
that  Big  Chrome  would  need  pursuant  to  his  plan  of 
operations,  and  on  pricing  each  individual  item.  Fo- 
gelstrom worked  with  him  on  pricing  the  equipment 
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that  Discal  would  be  purchasing  from  other  sources, 
and  also  made  suggestions  as  to  what  would  be  need- 
ed (Tr.  p.  152).  The  listing  and  pricing  of  the  equip- 
ment were  ''pretty  much  agreed  upon"  by  June  8, 
when  Putnam  again  left  Manila  to  return  to  the  Unit- 
ed States  (Tr.  pp.  200,  201). 

In  the  meantime,  however,  the  parties  had  a  for- 
mal written  contract  prepared.  This  contract,  entitled 
''Agreement,"  was  executed  on  June  7,  1963,  and  will 
be  found  as  Exhibit  1  in  the  record  of  the  trial  of  this 
case.  Because  of  its  importance,  we  summarize  its 
pertinent  provisions  as  follows : 

The  Agreement  began  by  reciting  that  Big 
Chrome  ("First  Party")  needed  to  purchase  and  im- 
port "machineries  and  equipment"  in  the  amount  of 
$300,000,  that  Putnam  and  Fogelstrom  ("Second  Par- 
ties") "are  desirous  to  work  and  are  willing  to  under- 
take the  field  management  and  production  aspect" 
of  Big  Chrome^s  mining  operations,  and  that  Big 
Chrome  "is  agreeable  to  let  the  Parties  of  the  Second 
Part  take  over  the  field  management  operations."  Fol- 
lowing these  recitals,  the  first  four  paragraphs  of 
the  Agreement  were  as  follows : 

"FIRST:  That  the  PARTIES  OF  THE  SEC- 
OND PART  shall  undertake  the  field  operations 
of  said  mineral  properties  subject  to  the  overall 
supervision  of  the  PARTY  OF  THE  FIRST 
PART; 

"SECOND:  That  the  PARTIES  OF  THE 
SECOND  PART  shall  secure  credit  accommoda- 
tions from  a  local  bank  to  enable  the  PARTY  OF 
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THE  FIRST  PART  to  open  a  Letter  of  Credit 
in  the  amount  of  US  $300,000.00  for  the  im- 
portation of  machineries  and  equipment  needed 
in  the  operations  and  productions  of  the  above 
properties,  from  DISCAL  CORPORATION,  319 
Pacific  Avenue,  San  Francisco  11,  California, 
U.S.  A.; 

'THIRD:  That  for  purposes  of  the  im- 
portation of  the  machineries  and  equipment  re- 
ferred to  above,  the  PARTIES  OF  THE  SEC- 
OND PART  will  pay  on  their  own  account  the 
amount  of  US  $60,000.00  as  marginal  deposit  for 
said  letter  of  credit; 

"FOURTH:  That  the  PARTIES  OF  THE 
SECOND  PART  shall  make  arrangements  with 
the  local  bank  concerned  that  the  balance  of  US 
$240,000.00  shall  be  liquidated  by  the  PARTY 
OF  THE  FIRST  PART  on  deferred  payment  ba- 
sis for  a  period  of  THREE  (3)  YEARS,  payable 
in  equal  semi-annual  installments  with  interest 
at  7%  per  annum,  plus  bank  charges." 

In  other  pertinent  provisions  of  the  Agreement, 
Putnam  and  Foglestrom  guaranteed  to  produce  not 
less  than  5,000  tons  of  chromite  ore  per  month,  com- 
mencing within  90  days  after  arrival  of  the  mining 
machinery  at  the  mine  site,  subject  to  force  majeure 
exceptions  (Par.  5) ;  the  parties  agreed  that  the  first 
50%  of  net  profits  would  be  applied  to  liquidate  the 
bank  loan,  and  Putnam  and  Fogelstrom  would  receive 
20%  of  the  remaining  50%  of  the  net  profits,  but 
after  repayment  of  the  bank  loan,  Putnam  and  Fo- 
gelstrom would  receive  20%   of  all  the  net  profits 
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(Par.  7) ;  Putnam  and  Fogelstrom  would  have  a  five- 
year  option  to  buy  up  to  20%  of  Big  Chrome's  stock, 
after  a  proposed  recapitalization  (Par.  8) ;  in  the 
event  of  the  exhaustion  of  the  initial  operating  funds, 
Putnam  and  Fogelstrom  ''shall  arrange  the  necessary 
financing  needed  to  continue  the  operations,"  which 
financing  "shall  be  considered  as  a  loan  to  the  Cor- 
poration," to  be  repaid  on  terms  to  be  agreed  upon  by 
the  parties  (Par.  11);  and  the  Agreement  "shall  be 
for  a  term  of  ten  years  from  execution  thereof"  (Par. 
13). 

The  Agreement  was  executed  for  Big  Chrome  by 
Robles,  in  Ang's  presence,  and  by  Putnam  and  Fogel- 
strom individually. 

As  mentioned  above,  Putnam  left  Manila  to  return 
to  the  United  States  on  June  8,  1963,  the  day  after 
the  above  Agreement  was  executed  (Tr.  p.  201).  Fo- 
gelstrom apparently  remained  in  Manila  and  con- 
tinued with  the  listing  and  pricing  of  the  equipment 
that  Discal  would  sell  to  Big  Chrome. 

On  June  24,  1963,  Discal's  invoice  to  Big  Chrome 
was  completed  and  executed.  Its  first  nine  pages  list 
a  total  of  70  individual  items,  and  assign  a  specific 
price  to  each  item.  The  total  of  the  specific  prices,  as 
shown  at  the  bottom  of  page  9,  is  $300,039.78.*  Page 


*  With  respect  to  the  specific  prices  set  forth  in  the  above 
invoice,  it  is  proper  to  note  that  many  of  the  items  of  equip- 
ment had  not  yet  even  been  purchased  or  manufactured,  rna- 
jor  overhauls  were  to  be  performed  on  most  of  the  used  equip- 
ment, including  Putnam's,  and  the  costs  of  crating  for  ship- 
ment, and  of  the  freight  from  Portland  to  Manila,  were  as  yet 
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10  of  the  invoice  is  entitled  "Deferred  Payment 
Schedule."  This  Schedule  shows  the  above  purchase 
price  of  $300,039.78,  and  the  deduction  therefrom  of 
the  proposed  20%  down  payment,  or  $60,007.96,  leav- 
ing an  unpaid  balance  of  $240,031.82;  and  it  then 
lists  the  amounts  of  each  of  the  six  semi-annual  in- 
stallments by  which  the  said  balance  of  $240,031.82 
was  to  be  paid.  The  Schedule  specifies  that  the  first 
installment  would  be  due  ''6  mos.  after  comp.  ship- 
ment," and  the  remaining  installments  would  be  due 
semi-annually  thereafter.  Each  installment  would  in- 
clude interest  at  7%  on  the  current  unpaid  balance, 
the  total  of  these  interest  charges  being  $29,403.88. 
Thus  after  making  the  20%  down  payment.  Big 
Chrome's  total  indebtedness  to  Discal  would  be  $240,- 
031.82  as  the  balance  of  the  purchase  price,  plus  in- 
terest in  the  sum  of  $29,403.88,  or  a  total  of  $269,- 

unknown.  Therefore  the  exact  prices  to  be  charged  Big  Chrome 
for  the  individual  items  of  equipment  could  be  no  more  than 
rough  estimates.  As  Putnam  testified, 

"When  you  are  estimating  machinery  and  you  have 
no  idea  of  the  full  details,  there  is  no  blueprint  for  any 
of  this  machinery,  you  can't  pin  everything  down  to  every 
bearing  and  every  shaft.  You  have  to  guess  at  these 
things  and  you  try  to  arrive  at  a  price  you  can  live  with, 
if  you  are  going  to  put  something  together."  (Tr.  197) 

By  seeming  coincidence,  however,  the  total  of  the  individual 
prices  arrived  at  by  the  above  process,  i.e.,  the  above  sum  of 
$300,039.78,  was  within  $39.78  of  the  purchase  price  that  Ang 
had  quoted  to  plaintiff  Bank  in  the  middle  of  April,  and  that 
had  also  been  agreed  upon  in  the  June  7,  1963  Agreement. 
This  suggests  the  likelihood  that  the  individual  prices  were 
fixed  at  a  level  designed  to  support  the  pre-determined  total 
price  of  $300,000.  During  the  cross-examination  of  Putnam, 
the  trial  court  refused  to  allow  plaintiff  to  attempt  to  establish 
that  many  of  the  specific  prices  were  grossly  excessive  (Tr. 
202). 
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435.70.  (As  will  be  noted  below,  the  Discal  invoice  is 
attached  to  and  is  a  part  of  Exhibit  6). 

The  machinery,  equipment  and  tools  listed  in  the 
Discal  invoice  are  referred  to  hereinafter  as  "the  min- 
ing machinery." 

During  this  period  Putnam  was  in  Klamath  Falls, 
preparing  the  mining  machinery  for  Big  Chrome.  He 
started  on  his  own  equipment,  without  purchasing  any 
outside  equipment.  Later  he  purchased  various  items 
from  machinery  dealers  or  private  individuals.  Also 
some  of  the  equipment  that  Discal  obtained  was 
shipped  to  Klamath  Falls,  to  be  incorporated  in  the 
construction  of  the  special-design  equipment  that  Put- 
nam was  building.  Putnam's  work  along  these  lines 
began  when  he  returned  from  Manila  shortly  after 
June  8,  and  continued  for  several  months  (Tr.  pp. 
158,  159). 

It  is  an  Agreed  Fact  that  on  or  about  July  16, 
1963,  Putnam  made  a  cash  contribution  of  $48,000 
to  Big  Chrome,  and  Fogelstrom  contributed  an  addi- 
tional $48,000.  Putnam  sent  his  payment  to  Fogel- 
strom, who  transmitted  the  total  of  $96,000  to  Ang 
(R.  p.  11). 

Putnam  explained  that  while  he  was  in  Klamath 
Falls  working  on  the  mining  machinery  he  received 
a  telephone  call  from  Fogelstrom,  who  said  that  he 
had  had  word  from  Ang  that  Ang  had  been  able  to 
negotiate  a  letter  of  credit  and  was  going  to  need  the 
money  for  the  marginal  deposit  that  was  a  condition 
of  its  issuance  (Tr.  p.  210).  Presumably  Fogelstrom 
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told  Putnam  that  the  marginal  deposit  would  have  to 
be  increased  from  $60,000,  as  provided  in  the  June  7, 
1963  Agreement,  to  $67,358.93  (being  25%  of  $269,- 
435.70),  and  that  Big  Chrome  would  need  additional 
funds  for  moving  the  machinery  to  the  mining  site 
and  assembling  it  (Tr.  p.  155).  In  any  event  Putnam 
agreed  to  the  increase  and  made  his  contribution  of 
$48,000  as  stated  above. 

Upon  receiving  this  money,  i.e.,  at  the  end  of  July, 
Ang  returned  to  the  Rizal  Bank  for  a  third  conference. 
He  told  Chiong  that  Big  Chrome  and  its  backers  were 
now  ready  to  agree  to  the  conditions  which  Chiong 
had  promised  would  be  recommended  for  the  issuance 
of  a  deferred  letter  of  credit.  Ang  gave  Chiong  a 
signed  copy  of  the  Discal  invoice  and  indicated  that 
the  letter  of  credit  should  be  in  the  above  sum  of 
$269,435.70,  as  shown  in  the  Deferred  Payment 
Schedule  on  page  10  of  the  invoice,  and  should  be  dis- 
bursed as  also  shown  on  the  Deferred  Payment 
Schedule  (Tr.  p.  57).  Chiong  agreed  to  submit  this 
request  to  the  Bank's  Executive  Committee. 

On  July  30,  1963  the  Executive  Committee  ap- 
proved the  Big  Chrome  letter  of  credit  as  recommend- 
ed (Ex.  2). 

On  August  2,  1963,  Big  Chrome  executed  a  formal 
Commercial  Letter  of  Credit  Application  and  Agree- 
ment (referred  to  hereinafter  as  ''Application  and 
Agreement"),  applying  to  the  Bank  for  an  irrevoc- 
able letter  of  credit  in  Discal's  favor  for  $269,435.70. 
The  Discal  invoice  was  attached,  and  for  disbursement 
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instructions  the  Application  and  Agreement  carried 
the  following  notation:  ''SEE  DEFERRED  PAY- 
MENT SCHEDULE  AS  PER  ATTACHED  FIRM 
OFFER." 

The  Application  and  Agreement  was  executed  for 
Big  Chrome  by  Robles.  Upon  its  acceptance  by  the 
Bank,  as  noted  below,  it  became  the  contract  between 
Big  Chrome  and  the  Bank.  It  is  Exhibit  6  in  this  case. 

On  August  5,  however,  Robles  wrote  to  the  Bank 
on  Big  Chrome's  behalf,  requesting  that  the  25% 
marginal  deposit  of  $67,358.93  be  converted  to  a  fixed 
deposit  in  the  same  amount  (Ex.  3).  A  fixed  deposit 
is  the  same  as  a  time  deposit.  It  carries  interest, 
whereas  a  marginal  deposit  does  not  (Tr.  p.  62).  On 
August  6  the  Bank's  Executive  Committee  approved 
of  the  requested  change  (Ex.  4). 

In  a  letter  to  Big  Chrome  dated  August  7,  1963 
(Ex.  5),  the  Bank  stated  that  Big  Chrome's  Appli- 
cation and  Agreement  had  been  approved  subject  to 
the  following  conditions: 

''1.  Chattel  mortgage  on  all  the  imported  mining 
machinery,  tools  and  equipment  valued  for 
$300,039.78; 

''2.  20%)  down-payment  on  C  &  F  Manila  price 
upon  placing  of  order  or  $60,007.96; 

"3.  To  deposit  in  our  Bank  in  the  form  of  time 
deposit  the  equivalent  of  25  % ; 

'%.  Subject  to  the  joint  and  several  signatures  of 
Ang  Lam,  Bernabe  Ang,  Wayne  Fogelstrom, 
and  Ned  Putnam ;  and 
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"5.  Payable  in  three  (3)  years  with  semi-annual 
payments — failure  to  pay  any  one  install- 
ment makes  the  account  due  and  payable  in 
full.'^ 

On  the  following  day,  August  8,  1963,  Big  Chrome 
deposited  $67,358.93  with  the  Bank  as  a  one  year 
time  deposit,  (Ex.  7),  and  the  Bank  issued  its  irrevoc- 
able deferred  Letter  of  Credit  No.  63/252.  The  Letter 
of  Credit  was  addressed  to  the  Crocker-Anglo  National 
Bank  in  San  Francisco,  and  authorized  the  Crocker 
Bank  to  honor  DiscaFs  six  drafts  in  the  amounts  and 
on  the  dates  set  forth  in  a  schedule  on  the  face  of  the 
Letter  of  Credit.  This  schedule  was  identical  with  the 
Deferred  Payment  Schedule  on  page  10  of  Discal's 
invoice.  Thus  the  first  draft  was  to  be  dated  six 
months  after  ''complete  shipment"  of  the  mining  ma- 
chinery, and  the  other  drafts  were  to  be  dated  semi- 
annually thereafter;  and  the  total  of  the  six  drafts 
was  $269,435.70.  The  Letter  of  Credit  is  Exhibit  8 
in  this  record. 

During  August,  September  and  October  Putnam 
continued  to  work  on  the  mining  machinery  in  Klam- 
ath Falls.  In  September  he  made  a  quick  trip  to  Ma- 
nila, but  he  testified  that  this  was  regarding  another 
deal  on  his  logging  machinery  (Tr.  p.  211). 

When  Putnam  had  the  mining  machinery  ready, 
he  crated  it  and  moved  it  to  Portland.  Some  of  the 
items  purchased  by  Discal  were  sent  directly  to  Port- 
land (Tr.  pp.  158,  159).  Loading  of  all  of  the  mining 
machinery  on  board  the  SS  ''Manilla"  was  completed 
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at  Portland  on  November  16,  1963,  and  a  bill  of  lading 
and  other  customary  shipping  documents  were  there- 
upon issued  (Agreed  Fact  No.  5,  R.  p.  13).  The  bill 
of  lading  (Ex.  9)  carried  an  endorsement  as  follows: 
"Laden  on  board  vessel  Nov.  16,  1963."  This  fixed 
the  date  of  Discal's  first  draft  as  May  16,  1964,  and 
the  dates  of  the  remaining  drafts  were  November  16, 
1964,  May  16,  1965,  November  16,  1965,  May  16, 
1966,   and  November  16,    1966    (See  Ex.   12). 

The  shipping  documents  were  forwarded  to  Discal 
in  San  Francisco.  Upon  receiving  them,  Discal  took 
them  to  the  Crocker-Citizens  (formerly  Crocker-An- 
glo) National  Bank,  where  they  were  apparently 
found  to  be  in  proper  order.  Discal  then  took  Letter 
of  Credit  No.  63/252  to  the  Pacific  National  Bank  of 
San  Francisco.  Pacific  National  discounted  the  Let- 
ter of  Credit,  and  Discal  thereupon  received  payment 
of  the  sum  of  $269,435.70,  less  the  discount  (Agreed 
Fact  No.  14,  R.  p.  13).  Subsequently  Putnam  was  re- 
quired to,  and  did,  guarantee  the  Letter  of  Credit  (Tr. 
p.  212). 

After  moving  the  mining  machinery  to  Portland, 
Putnam  sent  Discal  an  invoice  covering  the  items  he 
was  selling  to  Discal  for  resale  to  Big  Chrome,  the 
items  he  had  manufactured  as  specially  designed 
equipment,  and  his  work  in  crating  the  mining  ma- 
chinery and  moving  it  to  Portland.  He  testified  that 
he  invoiced  his  equipment  to  Discal  at  what  he  deemed 
its  retail  value  less  20%;  he  invoiced  equipment  that 
he  purchased  for  Big  Chrome  at  the  cost  he  paid  for 
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it;  and  he  invoiced  his  shop  work,  crating,  shipment 
to  Portland,  etc.,  at  cost.  On  none  of  these  items  did 
he  charge  for  his  own  time  (Tr.  pp.  160,  161).  The  to- 
tal amount  shown  on  Putnam's  invoice  to  Discal  was 
just  under  $100,000  (Tr.  p.  160).  Discal  paid  this 
amount  to  Putnam  shortly  after  Discal  received  the 
proceeds  of  Letter  of  Credit  No.  63/252  from  the  Pa- 
cific National  Bank  (Agreed  Fact  No.  14,  R.  p.  13). 

In  the  due  course  of  business  the  Crocker  Bank 
forwarded  the  shipping  documents  to  the  Rizal  Bank, 
which  received  them  on  December  5,  1963  (Agreed 
Fact  No.  15,  R.  p.  13).  At  that  time  the  SS  '^Manila" 
was  still  at  sea.  It  docked  in  Manila  on  about  Decem- 
ber 24,  1963  (Agreed  Fact  No.  18,  R.  p.  13). 

Putnam  arrived  back  in  Manila  on  December  1, 
1963.  About  a  week  later,  Ang  called  the  Rizal  Bank 
and  asked  Chiong  if  the  Bank  had  received  the  ship- 
ping documents.  Chiong  answered  that  the  Bank  had 
the  shipping  documents  in  its  possession,  and  would 
deliver  them  to  Big  Chrome  on  a  trust  receipt  after 
Putnam  and  Fogelstrom  signed  first  their  personal 
guaranties,  these  guaranties  being  agreed  conditions 
on  which  the  Letter  of  Credit  had  been  issued.  Ang 
made  an  appointment  to  bring  Putnam  and  Fogel- 
strom to  the  Bank  on  December  13,  to  sign  their  guar- 
anties (Tr.  p.  ee). 

We  come  now  to  the  crucial  events  of  December 
13,  1963. 

At  the  trial,  Chiong,  who  had  become  a  Vice  Pres- 
ident of  the  Rizal  Bank  in  charge  of  the  Foreign  De- 
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partment  (Tr.  p.  48),  testified  that  on  the  morning 
of  December  13  Ang,  Putnam  and  Fogelstrom  came 
to  his  office.  Chiong  told  them  that  the  "joint  and  sol- 
idary" guaranty  of  Putnam  and  Fogelstrom  was  re- 
quired as  one  of  the  conditions  on  which  the  Execu- 
tive Committee  had  approved  the  Letter  of  Credit 
(Tr.  pp.  67,  88).  Putnam  and  Fogelstrom  acquiesced, 
so  Chiong  asked  them  to  step  into  the  office  of  Ru- 
dolf o  Pineda,  the  Bank's  attorney  (Tr.  p.  67). 

Pineda  is  an  attorney  admitted  to  the  Philippine 
Bar,  and  is  Corporate  Secretary  and  Resident  Coun- 
sel of  the  Rizal  Bank  (Tr.  pp.  96,  97).  He  testified 
that  when  Ang,  Putnam  and  Fogelstrom  came  to  his 
desk  on  the  morning  of  December  13,  Ang  introduced 
Putnam  and  Fogelstrom  to  him.  Pineda  picked  up  the 
proposed  Undertaking  from  his  desk  and  said  to  Put- 
nam and  Fogelstrom: 

"This  is  an  undertaking  that  will  make  you 
jointly  and  severally  liable  for  the  account  of  Big 
Chrome,  so  you  may  read  it  for  yourself." 

Pineda  handed  the  Undertaking  to  Putnam  and  Fo- 
gelstrom, both  of  whom  read  it  Then  they  gave  it 
back  to  Pineda,  and  he  gave  it  to  his  secretary  to  fill 
in  the  blanks.  While  this  was  being  done,  Pineda 
asked  Putnam  and  Fogelstrom  for  their  passports  so 
that  he  could  place  certain  required  information  in 
the  acknowledgment.  After  the  secretary  had  the  Un- 
dertaking ready,  Pineda  again  handed  it  to  Putnam 
and  Fogelstrom,  and  asked  them  if  they  understood 
what  it  was.  They  said  "yes,"  and  then  signed  the 
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Undertaking,  and  Pineda  completed  the  acknowledg- 
ment (Tr.  pp.  98,  99,  113). 

The  Undertaking  is  Exhibit  10  in  this  record.  Be- 
cause of  its  importance  it  is  quoted  in  full  in  an  ap- 
pendix to  this  brief  (infra,  App.  p.  1). 

Putnam's  version  of  these  events  differed  slightly, 
but  significantly. 

Putnam  testified  that  on  the  morning  of  Decem- 
ber 13  he  came  back  to  the  hotel  after  attending  to 
some  other  business,  and  found  that  Ang  and  Fogel- 
strom  were  looking  for  him. 

"They  said  that  we  had  to  hurry  and  go  out 
to  the  Rizal  Bank;  there  were  some  papers  out 
there  that  would  have  to  be  signed  in  order  to  al- 
low Big  Chrome  to  get  the  shipping  documents  so 
they  can  get  their  Customs  clearance  and  their 
tax  exemption."  (Tr.  p.  163). 

Putnam  admitted  that  he  did  not  know  why  his  sig- 
nature would  be  required  in  order  to  enable  Big 
Chrome  to  get  the  shipping  documents,  since  he  was 
not  an  officer  of  Big  Chrome;  but  he  went  to  the 
Bank  with  Ang,  Fogelstrom  and  another  Discal  staff 
member  (Tr.  pp.  163,  164,  217). 

Putnam's  testimony  was  that  when  he  and  the 
others  reached  the  Bank  they  went  only  to  Chiong's 
office.  Putnam  did  not  recall  going  in  to  Pineda's  of- 
fice to  sign  the  Undertaking,  but  he  said  that  Pineda's 
office  was  across  the  hall,  and  "we  were  back  and 
forth  between  the  two  rooms."  (Tr.  pp.  164,  216). 
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On  his  direct  examination  Putnam  testified  that 
Chiong  was   busy  on   the   telephone   when  the   Big 
Chrome  group  entered  his  office,  but  he  picked  up  a 
file  from  his  desk  and  found  the  papers  he  wanted 
signed.  When  he  finished  his  telephone  conversation, 
''he  took  out  these  papers  and  asked  us  to  look  at 
them  and  sign  them."  (Tr.  p.  164).  Putnam's  direct 
examination  continued  as  follows  (Tr.  pp.  164-166) : 
''Q.  Did  you  read  the  papers? 
A.  I  glanced  at  the  top,  and  it  said  'Under- 
taking.' I  never  read  the  whole  thing,  because 
they  told  me  that  this  was  a  necessary  thing, 
and  everybody  else  signed,  so  I  figured  if  they 
had  the  nerve  to  do  it,  why,  I  also  did. 

Q.  You  didn't  read  the  whole  document? 
A.  No,  I  didn't.  This  document — the  way  the 
thing  started  out,  it  looked  to  me  like  a  document 
to  give  them  the  right — if  I  had  any  rights 
against  this  shipment  it  would  give  them  the 
right  to  have  these  documents  to  take  from  the 
bank  and  do  what  they  had  to  do  with  them. 


Q.  Who  was  it  that  told  you  it  was  all  right 
to  sign? 

A.  Mr.  Fogelstrom. 

Q.  And  you  say  he  had  already  signed  at 
that  point? 

A.  Yes.  I  was  the  last  to  sign." 

During   his   cross-examination   Putnam   supplied 
the  following  additional  information   (Tr.  217) : 

"THE  COURT:  Mr.  Putnam,  did  you  read 
the  instrument? 
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THE  WITNESS:  No,  I  didn't.  I  only  glanced 
at  the  top.*' 
By  Mr.  Hart: 

"Q.  Did  you  have  time  to  read  the  document? 
A.  I  probably  could  have  taken  time  to  if  I 
had  wanted  to." 

The  foregoing  is  the  testimony  on  the  basis  of 
which  Putnam  contends  that  he  signed  the  Undertak- 
ing by  mistake. 

After  execution  of  the  Undertaking  by  Putnam 
and  Fogelstrom,  the  Bank's  remaining  requirement 
was  the  lien  it  was  to  have  on  the  mining  machinery. 
The  agreed  condition  of  the  Letter  of  Credit  was 
that  the  Bank  was  to  have  a  chattel  mortgage  (Ex. 
5).  However  Big  Chrome  was  not  yet  in  a  position 
to  execute  a  chattel  mortgage,  because  it  did  not  yet 
have  possession  of  the  machinery  and  equipment 
(which  was  still  at  sea)  or  even  of  the  shipping  doc- 
uments, which  the  Bank  would  not  release  until  it 
obtained  a  lien  in  some  form.  Under  Philippines  law  a 
chattel  mortgagor  must  be  in  possession  of  the  chat- 
tels (e.g.,  see  Ex.  16),  and  indeed,  the  execution  of  a 
chattel  mortgage  is  ordinarily  deferred  until  the 
mortgagor  not  only  has  possession  of  the  chattels,  but 
has  moved  them  to  the  Province  where  they  are  to  be 
installed,  because  the  chattel  mortgage  is  required  to 
be  registered  in  the  registry  of  deeds  in  that  Prov- 
ince (Tr.  pp.  100,  115-117).  Chiong  testified  that 
in  these  circumstances  the  usual  banking  practice 
when  merchandise  is  being  imported  on  an  open  letter 
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of  credit  is  to  release  the  shipping  documents  on  a 
trust  receipt,  so  that  the  client  can  gain  possession 
of  the  merchandise  and  move  it  to  the  location  where 
it  is  to  be  installed,  and  then  to  have  the  chattel 
mortgage  executed  and  registered*  (Tr.  p.  60). 

Accordingly  the  Bank  requested  Big  Chrome  to 
execute  a  trust  receipt  covering  the  mining  machin- 
ery, and  indicated  that  it  would  deliver  the  shipping 
documents  to  Big  Chrome  after  this  was  done  (Tr. 
p.  68).  This  was  agreed  to,  and  on  December  16, 
1963  Ang  and  Robles  came  to  the  Bank  and  executed 
a  Trust  Receipt  as  requested,  and  the  shipping  docu- 
ments were  thereupon  handed  to  them  (Agreed  Fact 
No.  17,  R.  p.  13;  Tr.  pp.  100,  113,  114).  It  was  un- 
derstood that  Big  Chrome  would  execute  a  chattel 
mortgage  after  the  mining  machinery  arrived  at  the 
mine  site. 

As  previously  mentioned,  the  mining  machinery 
arrived  in  Manila  on  or  about  December  24,  1963, 
and  Big  Chrome  was  able  to  and  did  take  possession 
of  it  (Agreed  Fact  No.  18,  R.  p.  13).  By  this  time 
Putnam  had  returned  to  Klamath  Falls  for  the  holi- 
days but  he  had  left  instructions  for  the  unloading 
and  handling  of  the  machinery  (Tr.  p.  167). 


*  This  use  of  a  trust  receipt  is  to  be  distinguished  from  the 
use  of  such  an  instrument  on  a  sight  letter  of  credit.  In  the 
latter  case  the  trust  receipt  is  used  for  the  bank's  protection 
when  the  bank  is  extending  credit  by  allowing  its  customer 
60  or  90  days  for  repayment  of  a  draft.  Such  an  extension  of 
credit  to  Big  Chrome  on  a  trust  receipt  was  forbidden  by  the 
Rizal  Bank's  Executive  Committee,  see  Exhibit  2,  and  this  re- 
sulted in  some  confusion  in  the  record  (Tr.  pp.  58,  90,  91). 
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Putnam  returned  to  Manila  on  January  10,  1964, 
and  found  that  his  instructions  for  the  handling  of  the 
mining  machinery  had  not  been  carried  out  (Tr.  pp. 
168,  169).  This  appears  to  have  been  the  beginning 
of  Putnam's  troubles  with  Big  Chrome.  These  trou- 
bles increased  during  the  next  two  months,  after  the 
mining  machinery  finally  reached  the  hacienda  near 
the  mine  site.  Putnam  testified  that  Big  Chrome  did 
not  find  skilled  workmen  for  him,  and  diverted  work- 
ers from  other  projects,  etc.  (Tr.  pp.  170,  171).  After 
about  a  month.  Big  Chrome's  funds  were  exhausted, 
and  Putnam  and  Fogelstrom  each  contributed  an  ad- 
ditional $8,500,  but  this  total  of  $17,000  only  lasted 
three  or  four  weeks  (Tr.  p.  156).  By  early  March, 
Big  Chrome's  funds  were  again  exhausted,  and  Put- 
nam was  completely  frustrated.  On  March  2,  1964  he 
left  the  area  in  anger  and  quit  the  venture  (Tr.  p. 
170). 

A  few  days  later  Putnam  met  with  Ang,  Robles 
and  Fogelstrom  in  Big  Chrome's  Manila  office,  but 
nothing  was  accomplished  there  except  more  argu- 
ments, and  Putnam  walked  out  of  the  meeting  (Tr. 
p.  173). 

Later  Ang  and  Fogelstrom  came  to  the  hotel  and 
tried  to  soothe  Putnam  and  persuade  him  to  stay  in 
the  venture.  Among  other  things,  ''they  told  me 
that  I  was  implicated  in  this  thing  as  a  guarantor, 
and  I  would  have  to  stay  with  the  operation  and  see 
it  through."  Putnam  claims  that  this  was  when  he 
first  learned  that  he  was  a  guarantor  of  Big 
Chrome's  liability  to  the  Rizal  Bank   (Tr.  p.  171). 
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After  Putnam's  departure,  the  Big  Chrome  proj- 
ect was  in  effect  abandoned  by  the  other  participants. 
The  mining  machinery  was  allowed  to  stand  idle  at 
the  mine  site.  No  mining  was  ever  done. 

Putnam  testified  that  he  returned  to  the  Rizal 
Bank  shortly  before  the  date  on  which  DiscaFs  first 
draft  was  due  to  be  presented,  and  told  Chiong  that 
there  were  problems  and  friction  in  Big  Chrome,  that 
the  mining  machinery  was  not  being  put  together  on 
schedule,  and  that  he  couldn't  see  how  the  Bank  was 
going  to  get  paid  for  this  first  installment.  Chiong 
answered  that  Big  Chrome  had  applied  to  the  Devel- 
opment Bank  of  the  Philippines  (''DBP")  for  out- 
side financing,  and  that  he  thought  this  financing 
would  be  accomplished  (Tr.  p.  174). 

On  May  15,  1964,  Pineda  wrote  to  Big  Chrome, 
asking  for  prompt  execution  of  the  chattel  mortgage 
(Ex.  15A). 

On  May  16,  1964,  Discal's  first  draft  was  pre- 
sented to  the  Crocker-Citizens  National  Bank  in  San 
Francisco,  and  after  payment  from  the  Rizal  Bank's 
funds,  was  forwarded  to  the  Rizal  Bank,  which  re- 
ceived it  on  May  27,  1964  (Ex.  12).  On  May  29, 
1964,  the  Bank  sent  its  statement  to  Big  Chrome  for 
the  amount  advanced  on  this  draft  (Ex.  13).  Chiong 
explained  that  under  Philippines  banking  practice, 
and  the  Rizal  Bank's  policy,  the  amount  shown  on  the 
statement  was  immediately  due,  and  became  delin- 
quent after  30  days.  Therefore  the  May  29,  1964 
statement  became  past  due  30  days  later,  on  June 
28,  1964  (Tr.  pp.  72,  73). 
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Each  of  Discal's  remaining  drafts  was  presented 
and  forwarded  in  the  same  way,  and  the  Rizal  Bank 
sent  similar  statements  to  Big  Chrome.  See  Exhibits 
12  and  13. 

Pineda  wrote  to  Big  Chrome  again  on  June  10, 
1964,  again  asking  for  execution  of  the  chattel  mort- 
gage, and  also  requesting  payment  of  the  amount  that 
became  due  on  May  29,  1964  (Ex.  15b). 

On  June  28,  1964,  when  Big  Chrome  failed  to  pay 
the  amount  due  on  the  May  29,  1964  statement,  and 
the  account  became  "past  due,"  Chiong  turned  the 
file  over  to  the  Bank's  Legal  Department,  and  there- 
after Pineda  handled  the  Bank's  claim  against  Big 
Chrome  (Tr.  pp.  73,  74). 

Neither  of  Pineda's  above  letters  was  answered. 
However,  early  in  September  Robles  came  to  the  Bank, 
and  Pineda  prepared  the  chattel  mortgage.  This  was 
executed  by  Robles  for  Big  Chrome  on  September  10, 
1964,  and  was  duly  registered  by  Pineda  (Tr.  pp. 
102,  103).  The  chattel  mortgage  is  Exhibit  16  in 
this  record. 

On  October  2,  1964,  Pineda  wrote  to  Big  Chrome 
asking  for  prompt  payment  of  the  amount  due  (Ex. 
17a).  Robles  replied  on  October  14,  stating  that  Big 
Chrome's  application  for  a  DBP  loan  was  pending  be- 
fore the  DBP  Board  of  Governors,  and  therefore  ask- 
ing the  Rizal  Bank  for  more  time  (Ex.  17b). 

On  October  19,  Putnam  called  on  Fernando  E.  V. 
Sison,  the  president  of  the  Rizal  Bank,  to  find  out 
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what  was  going  on  with  Big  Chrome.  Sison  men- 
tioned Big  Chrome's  DBF  application,  and  Putnam 
then  told  him  that  he  didn't  think  the  DBF  appli- 
cation was  going  through,  and  was  being  used  by 
Big  Chrome  as  an  excuse.  Sison  immediately  called 
the  DBF,  and  learned  that  Big  Chrome's  application 
had  been  rejected  about  a  month  previously  (Tr.  pp, 
105,  106,  175).  Sison  instructed  Fineda  to  write  to 
Big  Chrome  for  an  explanation,  which  Fineda  did  the 
same  day  (Ex.  17c) ;  and  Sison  also  asked  Futnam 
to  bring  Ang  to  the  Bank  for  a  conference.  Putnam 
and  Ang  came  in  a  few  days  later,  and  Sison  scolded 
Ang  for  Robles'  misrepresentation  of  the  status  of 
the  DBF  application  (Tr.  pp.  105,  175). 

Putnam  was  asked  why  he  made  these  visits  to 
the  Bank  to  inquire  about  Big  Chrome.  His  answer 
was  as  follows: 

''Well,  I  felt  like  I  had  an  obligation  to  put 
that  machinery  together,  and  I  felt  that  some 
day  my  machineiy  would  be  sold,  and  I  would 
have  no  further  business  in  the  Philippines,  and 
I  didn't  want  anything  hanging  over  my  head 
— an  obligation  to  take  care  of  in  the  Philip- 
pines." (Tr.  pp.  175,  176) 

In  answer  to  Pineda's  request  for  an  explanation 
about  Big  Chrome's  DBF  application,  Robles  wrote 
to  the  Bank  on  November  13,  1964,  explaining  that 
Big  Chrome  had  been  advised  by  a  DBF  official  to 
refile  its  application,  which  Big  Chrome  had  now 
done,  and  accordingly  Robles  again  urged  the  Bank 
''to  extend  us  further  consideration  by  not  pressing 
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us  for  payment  of  our  account  at  this  time  that  we 
are  in  a  transition  period."  (Ex.  17d).  In  reply  Sison 
gave  Big  Chrome  an  additional  month    (Ex.   17e). 

Robles  wrote  to  the  Bank  again  on  November  27, 
1964,  stating  that  Big  Chrome  now  had  other  fi- 
nancing under  negotiation,  in  addition  to  its  DBP 
application,  and  asking  the  Bank  to  consent  to  a  sec- 
ond mortgage  on  the  mining  machinery  (Ex.  17f).  Si- 
son  gave  the  Bank's  consent  to  this  (Ex.  17g). 

On  February  15,  1965,  Robles  advised  the  Bank  by 
letter  that  Big  Chrome's  DBP  application  was  being 
reconsidered,  and  he  enclosed  copies  of  Big  Chrome's 
correspondence  with  its  other  prospective  financier, 
and  asked  the  Bank  "to  bear  with  our  situation  a 
little  while  longer."  (Ex.  17h).  Pineda's  answering 
letter,  dated  February  24,  1965,  asked  Big  Chrome 
to  submit  a  definite  proposal  or  enter  into  a  satis- 
factory arrangement  with  the  Bank  within  30  days 
(Ex.  17i). 

Pineda's  correspondence  with  Big  Chrome  along 
these  lines  continued  for  several  more  months.  In  his 
letters  Pineda  repeatedly  threatened  to  forward  the 
Big  Chrome  account  to  the  Bank's  general  counsel  for 
legal  action;  and  in  reply.  Big  Chrome  reported  prog- 
ress in  its  efforts  to  obtain  refinancing,  and  asked 
for  more  time  within  which  to  accomplish  this  (See 
Ex.  17j  through  17t). 

The  final  letter  in  this  correspondence  was  Big 
Chrome's  letter  to  the  Bank  dated  January  24,  1966 
(Ex.  17u).  In  this  letter  Big  Chrome  stated  that  it 
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was  preparing  a  1,000-ton  shipment  of  ore,  from  the 
proceeds  of  which  the  Bank  would  receive  a  substan- 
tial payment.  Upon  receiving  this  letter  Pineda 
called  the  Continental  Ore  Company,  which  was  un- 
derstood to  be  the  purchaser  of  this  alleged  shipment. 
Continental  advised  Pineda  that  there  would  be  no 
shipment.  Pineda  reported  this  to  Sison,  and  it  was 
decided  that  the  time  had  come  to  forward  the  Big 
Chrome  account  to  Alberto  Meer,  a  Manila  attorney 
and  the  Bank's  general  counsel,  for  appropriate 
court  action  (Tr.  p.  111). 

Before  this  was  done,  however,  the  Bank  on 
March  8,  1966  took  over  Big  Chrome's  time  deposit, 
which  was  in  the  sum  of  $67,358.93,  plus  accrued  in- 
terest of  $7,401.79,  or  a  total  of  $74,760.72  (Ex.  18; 
Tr.  pp.  74,  75).  This  latter  amount  was  applied  to 
the  reduction  of  Big  Chrome's  liability  arising  out  of 
the  Letter  of  Credit  (Agreed  Fact  No.  22,  R.  p.  14). 

Attorney  Meer  testified  that  the  Big  Chrome  ac- 
count was  referred  to  him  in  March,  1966.  Upon  re- 
ceiving the  file,  he  studied  the  stategy  and  procedure 
to  be  adopted,  asked  for  up-to-date  credit  reports  on 
the  guarantors,  corresponded  with  law  firms  in  San 
Francisco  and  Portland,  etc.  (Tr.  pp.  128-130).  This 
work  continued  during  the  spring  and  summer  of 
1966. 

Meanwhile  on  August  10,  1966  Putnam,  who  was 
then  in  Manila,  apparently  wrote  to  Fogelstrom  ex- 
pressing concern  about  the  likelihood  that  the  Rizal 
Bank  would  start  legal  proceedings.  (This  letter  was 
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not  produced  by  Putnam,  and  is  not  in  evidence.)  Fo- 
gelstrom  answered  on  September  12,  1966,  telling 
Putnam  that  he  was  "not  too  much  concerned"  about 
the  Rizal  Bank  (Ex.  20).  Continuing,  Fogelstrom's 
letter  said: 

"I  think  personally  that  your  best  deal  would 
be  to  stay  entirely  clear  of  these  people  inasmuch 
as  I  seriously  doubt  that  they  will  endeavor  to 
bring  a  lawsuit  against  us  as  a  first  course  of 
action.  Their  first  course  of  action,  of  course, 
would  be  through  Ben  and  his  guarantors  locally, 
inasmuch  as  they  would  be  easy  to  get  to.  Frank- 
ly, I  still  doubt  that  they  will  ever  do  anything 
drastic  other  than  possibly  take  over,  foreclose 
Joe,  sell  what  machinery,  etc.,  is  available  and 
then  endeavor  to  collect  the  balance  from  the 
guarantors.  I  am  more  concerned  about  the  last 
payment  which  is  due  to  the  Pacific  National 
Bank  against  which  you  and  I  signed  our  per- 
sonal guarantees." 

Putnam  wrote  back  to  Fogelstrom  on  September 
19,  1966  (Ex.  21),  sharply  disagreeing  with  Fogel- 
strom's  above  views.  In  his  letter  Putnam  spoke  as 
follows : 

"First  off  I  think  that  you  should  go  get 
some  legal  advice  before  coming  here.  If  you 
will  remember  the  Credit  was  made  out  to  Big 
Chrome  and  Joe  signed  as  Pres.  and  Ben  and  I 
think  his  Father  who  has  since  passed  away  and 
you  and  I  are  the  guarantors.  This  leaves  Ben 
You  and  I  to  recover  this  thing.  This  is  a  black 
mark  against  my  credit  here  in  the  Philippines 
and  I  will  not  stand  for  anyone  to  try  to  get  out 
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of  this  obligation  or  in  anyway  cause  the  Bank 
any  trouble  because  they  went  along  with  us  in 
good  faith  and  have  been  very  lenient.  This  has 
been  turned  over  to  Att.  Alberto  Meer  to  solve. 
In  my  opinion  some  one  or  a  group  should  take 
over  the  whole  thing  Land  and  all  and  operate  in 
order  to  recover  all  of  the  assets  because  the 
machinery  will  not  bring  enough  to  cover  the 
obligation.  If  this  is  not  fully  recovered  then  the 
bank  will  come  on  to  us  as  Ben  has  nothing  and 
is  in  very  bad  shape.  We  cannot  get  out  of  this 
bill  and  I  will  not  even  try.  I  think  that  you 
should  bring  all  of  your  correspondence  and  infor- 
mation pertaining  to  this  case  and  be  sure  to 
bring  any  information  regarding  the  airplane." 

As  stated  in  the  above  letter,  Putnam  recognized 
that  Big  Chrome's  mining  machinery  would  not  bring 
enough  to  cover  the  Bank  obligation,  and  that  it  would 
be  better  if  a  new  group  took  over  and  operated  the 
mine.  Putnam  testified  that  at  about  this  time  he 
was  attempting  to  sell  some  of  his  remaining  machin- 
ery to  a  man  named  Pascual,  who  was  associated 
with  the  Cabarrus  firm,  a  prominent  business  "em- 
pire" in  Manila.  Pascual  was  operating  a  mine  near 
the  Big  Chrome  property,  but  was  having  serious  road 
problems  with  it.  Putnam  suggested  to  Pascual  that 
he  abandon  his  present  mine  and  work  the  Big 
Chrome  mine  instead.  Pascual  became  interested  and 
wanted  some  ore  samples  from  the  Big  Chrome  mine 
(Tr.  pp.  178,  179). 

At  about  this  time  Attorney  Meer  was  informed 
by  the  Bank  that  Putnam  had  requested  an  appoint- 
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ment  because  he  had  a  proposition  to  make,  and  Meer 
was  asked  to  be  present  at  the  conference.  Meer  went 
to  the  Bank,  where  he,  Sison,  Chiong  and  Pineda  met 
with  Putnam.  At  this  meeting  Putnam  said  that  he 
had  some  ideas  about  getting  outsiders  to  join  them 
in  the  Big  Chrome  mining  venture,  and  that  he  might 
be  able  to  interest  Pascual  in  taking  over  both  the 
equipment  and  the  mine  itself.  Putnam  asked  the 
Bank  to  make  a  credit  check  on  Pascual,  and  he  asked 
Meer  to  find  out  if  Pascual  was  a  capable  miner, 
since  the  Cabarrus  firm  was  a  client  of  Meer's.  The 
Bank  officials  agreed  that  Putnam's  proposal  would 
bring  the  best  recovery  for  the  Bank,  and  they  as- 
sured Putnam  of  "full  cooperation"  (Tr.  pp.  131,  132, 
181). 

Following  this  meeting  Putnam  brought  Pascual 
and  two  assistants  to  Meer's  office.  Meer  repeated 
the  Bank's  assurances  of  cooperation.  Pascual  said  he 
wanted  to  visit  the  Big  Chrome  mine  site,  to  see  the 
equipment  and  obtain  ore  samples.  Meer  agreed,  and 
instructed  Pineda  to  make  all  necessary  arrange- 
ments, which  Pineda  did  (Tr.  pp.  132,  133). 

However,  Pascual's  party  was  unable  to  get  to  the 
Big  Chrome  mine,  due  to  weather  and  road  problems, 
and  they  concluded  that  they  would  have  to  wait  until 
the  end  of  the  rainy  season,  which  would  not  be  until 
January  1967,  before  making  another  attempt  (Tr. 
p.  180). 

On  October  20,  1966,  Putnam  returned  to  Meer's 
office  and  reported  that  Pascual  had  been  unable  to 
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get  to  the  Big  Chrome  mine,  and  would  be  unable  to 
do  so  until  after  the  first  of  the  year.  Putnam  asked 
that  the  Bank  not  take  any  drastic  action  against  Big 
Chrome  pending  the  results  of  Putnam's  negotiations 
with  Pascual.  Meer  again  agreed  that  it  would  be  in 
the  Bank's  interest  to  transfer  the  mine  and  the  min- 
ing machinery  to  a  new  operator,  and  he  said  that  he 
would  inform  the  Bank  of  his  conversation  with  Put- 
nam (Tr.  p.  134). 

On  the  following  day,  October  21,  Meer  wrote  a 
letter  to  Putnam,  summarizing  the  above  conversa- 
tion, including  Putnam's  request  that  the  Bank  "de- 
fer any  drastic  action  against  Big  Chrome"  pending 
Putnam's  negotiations  with  Pascual  (Ex.  22).  Put- 
nam received  this  letter  (Ex.  22a,  Tr.  p.  137),  but 
did  not  answer  it  (Tr.  p.  135). 

At  the  trial  Putnam,  referring  to  this  incident, 
said  that  "I  don't  think  I  requested  him  (Meer)  to 
defer  any  action."  But  Putnam  admittedly  received 
Meer's  October  21  letter  (Ex.  22a),  and  did  not  then 
or  at  any  time  challenge  the  accuracy  of  the  letter's 
report  that  he  made  such  a  request. 

On  November  23,  1966  Meer's  law  firm  sent  a 
formal  demand  letter  to  Big  Chrome,  Robles,  Putnam, 
Fogelstrom  and  Ang  (Ex.  23). 

On  December  4,  1966  Putnam  came  to  Meer's  of- 
fice again,  and  said  he  had  another  prospect  in  mind, 
namely,  the  Santa  Clara  Lumber  Company.  Putnam 
said  that  the  Santa  Clara  officials  wanted  to  visit 
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the  mine  site  and  see  the  mining  machinery,  and  he 
asked  Meer  to  make  the  necessary  arrangements.  Put- 
nam again  cautioned  Meer  that  the  Bank  should  not 
take  any  drastic  action  on  the  Big  Chrome  matter, 
because  he  had  others  in  mind,  including  some  Jap- 
anese mining  people,  who  were  interested  in  Big 
Chrome  and  were  waiting  for  ore  samples,  which  Put- 
nam would  bring  to  them  during  March  or  April  (Tr. 
pp.  135,  137,  138,  182). 

Meer  called  the  Bank  and  arranged  for  two  of  its 
employees  to  accompany  the  Santa  Clara  people  to 
the  Big  Chrome  mine.  Nothing  came  of  this,  how- 
ever (Tr.  pp.  135,  181,  182). 

One  final  matter  must  be  mentioned. 

The  mining  machinery  that  Discal  sold  to  Big 
Chrome  included  Putnam's  Super  Cub  single-engine 
airplane.  The  price  shown  on  the  Discal  invoice  for 
his  airplane  was  $5,160.  On  January  17,  1967,  a  lo- 
cal creditor  of  Big  Chrome  sued  in  the  court  for  the 
Province  of  Rizal  and  obtained  an  attachment  on  the 
airplane.  The  Rizal  Bank,  having  a  prior  lien  under 
Big  Chrome's  chattel  mortgage  dated  September  10, 
1964,  duly  filed  a  third  party  claim  in  the  attach- 
ment proceeding,  in  the  sum  of  5,160  pesos.  There- 
after on  January  25,  1967  the  Sheriff  of  Rizal  Prov- 
ince sold  the  airplane  at  a  public  auction,  and  re- 
quired the  purchaser  to  post  a  bond  for  the  5,160 
pesos  claimed  by  the  Bank.  A  few  days  later  the  Bank 
filed  a  ''Supplemental  Third  Party  Claim"  in  the  at- 
tachment proceeding,  claiming  $5,160  instead  of  5,160 
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pesos.  However  on  January  30,  1967  this  Supple- 
mental Claim  was  rejected  by  the  Sheriff  because  the 
airplane  had  already  been  sold  and  the  bond  posted, 
as  stated  above.  Thereafter  the  Sheriff  remitted  5,160 
pesos  to  the  Bank,  which  applied  this  sum  to  the  re- 
duction of  Big  Chrome's  liability  arising  out  of  the 
Letter  of  Credit  (Agreed  Fact  No.  23,  R.  p.  14;  Ex. 
19). 

Damages.  In  its  Motion  for  Judgment  N.O.V., 
plaintiff  asked  for  a  judgment  against  defendant  Put- 
nam in  the  sum  of  $231,142.77  (R.  pp.  44,  45).  In 
computing  this  sum,  plaintiff  relied  only  on  evidence 
which  was  entirely  undisputed;  or,  where  there  was 
a  dispute  or  the  possibility  of  a  dispute,  on  the  evi- 
dence and  inferences  viewed  in  the  light  most  favor- 
able to  defendant.  The  computation  is  set  forth  in  de- 
tail in  the  Motion  (R.  p.  45). 

The  evidence  supporting  the  above  computation 
may  be  summarized  as  follows: 

It  is  an  agreed  fact  that  $269,435.70  was  paid  out 
on  DiscaFs  six  drafts  (Agreed  Fact  No.  19,  R.  p.  13). 

In  its  Application  and  Agreement  (Ex.  6),  Big 
Chrome  agreed  to  pay  interest  on  the  following  terms : 
''For  all  draft (s)  drawn  or  purporting  to  be 
drawn  under  the  credit,  to  pay  to  you  on  demand 
in  Philippines  legal  currency,  the  equivalent  of 
the  amount (s)  of  such  draft (s)  at  the  rate  of 
exchange  you  may  fix  with  interest  at  the  current 
rate  prevailing  at  the  time  of  negotiation  of  such 
draft (s)  from  the  date(s)  of  payment  or  arrival 
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date  of  remittance  at  the  place  where  cover  is  to 
be  provided."  (Italics  added.) 

It  is  an  Agreed  Fact  (No.  19,  R.  p.  13)  that  Dis- 
cal's  six  drafts  (Ex.  12)  were  presented  to  and 
honored  by  the  Crocker-Citizens  National  Bank  in  the 
amounts  and  on  the  dates  stated  on  the  face  of  the 
Letter  of  Credit  (Ex.  8),  the  said  dates  being  the 
semi-annual  anniversaries  of  November  16,  1963,  the 
date  on  which  the  shipment  of  the  machinery  and 
equipment  was  completed.  The  amounts  and  dates  of 
the  six  drafts  were  as  follows : 

First  draft  __._  $48,406.41         May  16,  1964 
Second  draft  _  .  47,006.23         November  16,  1964 
Third  draft  -__  45,606.04        May  16, 1965 
Fourth  draft  -__  44,205.85        November  16, 1965 
Fifth  draft  ^ ._     42,805.67         May  16,  1966 
Sixth  draft  ---  41,405.50        November  16, 1966 

$269,435.70 

Chiong  gave  the  only  testimony  in  the  record  on 
prevailing  interest  rates.  He  testified  that  from  1962 
until  1964  the  interest  rate  charged  by  commercial 
banks  in  the  Philippines  was  8%,  and  this  was  the 
rate  specified  by  Rule  21  of  the  1962  edition  of  the 
Rules  of  the  Bankers  Association  of  the  Philippines 
(Ex.  25).  In  the  latter  part  of  1964  a  tight  money 
situation  developed.  Beginning  at  that  time,  and  con- 
tinuing into  1965,  some  banks  charged  8%,  some 
charged  8^/^%,  and  some  charged  9%.  In  1965  the 
Bankers  Association  published  a  new  edition  of  the 
Rules  (Ex.  26),  in  which  Rule  21  specified  a  rate  of 
9  %(Tr.  pp.  76-78). 
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In  conformance  with  the  foregoing,  the  Rizal  Bank 
charged  8%  on  Discal's  first  draft,  which  was  the 
prevailing  rate  when  that  draft  was  negotiated  early 
in  1964  (Ex.  25) ;  8Vz%  on  the  second  draft,  and  also 
on  the  third  and  fourth  drafts,  although  the  prevail- 
ing rate  rose  to  9%  in  1965  (Tr.  pp.  76-78) ;  and  9% 
on  the  last  two  drafts,  which  were  negotiated  in  1966. 
Note  that  the  Bank  continued  to  use  the  SVz  %  rate  on 
the  third  and  fourth  drafts  in  1965,  even  after  the 
1965  edition  of  the  Bankers'  Rules  (Ex.  26)  called 
for  the  9%  rate.  The  foregoing  are  the  interest  rates 
used  in  computing  the  amount  of  the  judgment  sought 
in  plaintiff's  Motion  for  Judgment  N.O.V.  (R.  p.  46). 

The  said  computation  includes  interest  on  each 
draft  from  the  date  the  draft  was  negotiated  (as  pro- 
vided in  the  Application  and  Agreement)  to  January 
8,  1968,  the  date  of  the  pretrial  order  in  this  case. 
This  use  of  the  date  of  the  pretrial  order  for  closing 
the  interest  computations  was  as  agreed  by  the  par- 
ties. 

Big  Chrome's  time  deposit  was  treated  in  this  com- 
putation as  having  been  seized  and  applied  to  the  Let- 
ter of  Credit  account  on  the  date  the  deposit  matured. 
The  defendant  contended  for  this  (R.  p.  25),  and  the 
trial  court  so  ruled  (Tr.  p.  311). 

Also  in  this  computation,  credit  has  been  given 
for  the  full  purchase  price  of  the  airplane,  $5,160,  al- 
though through  an  apparent  error  the  Bank  had 
claimed  and  in  fact  received  only  5,160  pesos.  The 
defendant  contended  for  this  larger  credit  (R.  p.  25). 


40 

Certain  additional  items  which  were  included  in 
plaintiff's  original  computation  of  the  amount  due, 
but  which  were  disputed  by  defendant,  have  been  ex- 
cluded from  this  computation.  The  small  items  of  cor- 
respondent's charges,  commissions,  and  documentary 
stamps,  which  are  the  only  other  items  included  in 
the  computation,  were  not  disputed  in  any  way. 

Verdicts,  Judgment,  and  Plaintiffs  Subsequent 
Motions.  At  the  conclusion  of  the  testimony  the  Court 
reserved  ruling  on  the  parties'  respective  motions  for 
directed  verdicts  (Tr.  pp.  304-5,  312),  and  eliminated 
certain  of  the  issues  stated  in  the  Pretrial  Order,  (R. 
pp.  19,  20),  from  the  jury's  consideration  (Tr.  pp. 
305-319).  For  the  purposes  of  this  appeal,  the  only 
issues  submitted  to  the  jury  were  the  following  (R. 
p.  19) : 

1.  Was  there  a  valid  cause  or  consideration 
for  the  defendant's  execution  of  the  Undertaking? 

2.  Was  the  signature  of  the  defendant  placed 
on  the  Undertaking  as  a  result  of  a  mistake  go- 
ing to  the  very  substance  of  the  subject  matter? 
If  so,  did  he  in  any  event  know  that  Big  Chrome's 
right  to  obtain  possession  of  the  documents  was 
contingent  upon  his  signing  the  Undertaking? 

On  these  issues  the  jury  returned  a  general  ver- 
dict in  favor  of  the  defendant  (R.  41),  and  in  special 
verdicts  submitted  by  the  Court  it  found  that  the 
Undertaking  was  not  supported  by  either  cause  or 
consideration,  and  that  a  mistake  was  made  by  the 
defendant  in  signing  the  Undertaking,  sufficient  to 
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avoid  the  Undertaking  (R.  p.  42).  A  judgment  was 
entered  accordingly  (R.  p,  43). 

Plaintiff  duly  moved  the  Court  to  set  the  above 
verdicts  aside  and  to  enter  a  judgment  in  accordance 
with  plaintiff's  motion  for  a  directed  verdict,  or,  in 
the  alternative,  to  grant  plaintiff  a  new  trial  on  the 
ground  that  the  above  verdicts  are  against  the  clear 
weight  of  the  evidence  (R.  pp.  44-52). 

The  Court's  order  denying  the  foregoing  motions 
(R.  pp.  81-87)  is  reproduced  as  an  appendix  to  this 
brief  (Infra,  App.  p.  7).  On  plaintiff's  motion  for  a 
judgment  notwithstanding  the  verdict,  the  Court  held 
that  there  was  both  valid  cause  and  valid  consideration 
for  defendant's  execution  of  the  Undertaking,  and  that 
therefore,  the  special  verdicts  to  the  contrary  on  these 
issues  could  not  stand  (R.  p.  83;  infra,  App.  p.  8). 
But  on  the  issue  of  mistake,  the  Court's  ruling  was 
that  while  the  defendant's  evidence  "is  somewhat 
vague  and  his  line  of  defense  is  rather  thin,"  it  was 
''sufficiently  clear"  to  be  submitted  to  the  jury  under 
proper  instructions,  and  was  so  submitted  (R.  p.  85; 
infra,  App.  p.  11).  On  plaintiff's  motion  for  a  new 
trial,  the  Court  held  as  follows : 

''Plaintiff's  alternative  motion  for  a  new  trial 
on  the  ground  that  the  verdicts  in  this  case  were 
against  the  clear  weight  of  the  evidence  is  ad- 
dressed to  the  sound  discretion  of  the  Court. 
While  /  personally  feel  that  the  weight  of  the  evi- 
dence is  in  favor  of  plaintiffs  contentions,  I  like- 
wise feel  the  evidence  on  mistake  was  sufficient 
to  go  to  the  jury.  I  do  not  feel  that  anything 
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would  be  gained  by  granting  a  new  trial.  The 
Court  would  still  be  faced  with  the  same  legal  is- 
sues as  were  raised  on  the  pending  motions  and 
in  the  former  trial.  Sooner  or  later,  these  prob- 
lems must  be  presented  to  the  Court  of  Appeals. 
To  grant  a  new  trial  would  only  postpone  the  ul- 
timate conclusions  of  the  Court  of  Appeals.''  (R. 
p.  86;  infra,  App.  p.  12)   (Italics  added). 

APPLICABLE  LAW 

The  parties  are  agreed  (R.  pp.  21,  25)  that  this 
transaction  is  governed  by  the  Civil  Code  of  the  Phil- 
ippines and  the  unwritten  law  of  the  Philippines.  A 
copy  of  the  Civil  Code  is  in  evidence  as  Exhibit  66,  and 
its  pertinent  provisions  are  reproduced  in  an  appen- 
dix to  this  brief  (Infra,  App.  3). 

QUESTIONS  PRESENTED 

On  this  appeal  the  questions  presented  are  the 
following : 

1.  Viewing  all  of  the  evidence  and  inferences  in 
the  light  most  favorable  to  the  defendant,  does  the 
record  establish  that  defendant's  execution  of  the 
Undertaking  was  supported  by  either  cause  or  con- 
sideration, or  by  both,  and  that  it  was  not  the  result 
of  a  mistake  within  the  meaning  of  the  law? 

2.  Are  the  jury's  verdicts  for  the  defendant 
against  the  clear  weight  of  the  evidence,  and  did  the 
Court  abuse  its  discretion  by  denying  plaintiff's  mo- 
tion for  a  new  trial  after  finding  that  the  weight  of 
the  evidence  is  in  favor  of  plaintiff's  contentions? 
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ARGUMENT 

I.  The  Trial  Court  Erred  in  Not  Granting  Plaintiff's  Motion 

for  a  Directed  Verdict,  and  in  Denying  Plaintiff's 

Subsequent  Motion  to  Set  Aside  the  Verdicts  and 

Judgment  for  Defendant  and  Enter  a  Verdict 

and  Judgment  in  Plaintiff's  Favor  for 

$231,142.77. 

A.  Defendant's  execution  of  the  Undertaking 
was  supported  by  cause,  or  by  considera- 
tion, or  both. 

1.  The  Applicable  Philippines  Law. 

The  Civil  Code  of  the  Philippines  (Ex.  66),  re- 
ferred to  hereinafter  as  the  Civil  Code,  is  based  upon 
the  Spanish  Civil  Law,  but,  as  will  appear,  its  inter- 
pretation frequently  draws  heavily  upon  American 
law. 

In  the  Civil  Code,  Book  IV  deals  with  "Obliga- 
tions and  Contracts."  Title  I  of  this  Book,  headed 
"Obligations,"  defines  "Joint  and  Solidary  Obliga- 
tions"; Title  II,  under  the  heading  "Contracts,"  sets 
forth  the  general  rules  of  contract  law;  and  Title  XV 
deals  with  "Guaranty."  These  are  the  portions  of  the 
Civil  Code  with  which  we  are  concerned. 

In  Title  II,  Article  1318  establishes  that  the  essen- 
tial requisites  of  a  contract  are  (1)  "consent,"  (2) 
"object  certain,"  and  "cause  of  the  obligation  which 
is  established."  Note  that  consideration  is  not  men- 
tioned. 

Articles  1350  through  1355  of  this  Title  deal  with 
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the  meaning  of  "cause."  For  present  purposes  it  is 
sufficient  to  note  that  in  "onerous"  contracts,  cause 
for  each  contracting  party  is  "the  prestation  or 
promise  of  a  thing  or  service  by  the  other;"  and  in  re- 
munatory  contracts,  cause  is  "the  service  or  benefit 
which  is  remunerated."  (Art.  1350).  While  "onerous" 
contracts  are  not  defined  in  the  Code,  the  phrase  pre- 
sumably means  contracts  in  which  a  contracting  party 
undertakes  contractual  burdens,  and  is  applicable  to 
the  defendant's  Undertaking  in  this  case. 

Note  also  that  under  Article  1354,  even  if  cause  is 
not  stated  in  the  contract,  "it  is  presumed  that  it  ex- 
ists and  is  lawful,  unless  the  debtor  proves  the  con- 
trary." 

As  the  above  provisions  show,  the  Civil  Code  does 
not  make  consideration  essential  to  a  contract's  val- 
idity. In  the  trial  of  this  case  the  parties'  expert  wit- 
nesses testified  that  either  consideration  or  cause  will 
make  a  promise  binding;  but  their  answers  were 
somewhat  confusing.  Defendant's  witness  said  that 
cause  "is  the  same  as"  consideration,  but  "is  broader 
than"  consideration  (Tr.  p.  246).  Plaintiff's  expert 
said  that  cause  and  consideration  are  "interchange- 
able," except  that  consideration  is  a  "direct  benefit," 
which  is  different  from  cause,  which  could  mean 
"consideration  received  by  another."  (Tr.  p.  271). 

The  Court  resolved  this  confusion  by  instructing 
the  jury,  we  believe  correctly,  that  "either  cause  or 
consideration  for  a  promise  is  sufficient  to  constitute 
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a  binding  agreement"  (Tr.  p.  329).  Continuing,  the 
Court  defined  cause  for  the  jury  as  follows: 

''Any  reason  of  substance  which  may  induce 
the  execution  of  an  agreement  can  be  the  cause 
of  the  agreement.  Thus,  any  promise  or  perform- 
ance of  a  thing  or  service  by  the  other  contracting 
party  can  be  a  sufficient  cause  to  make  the  obli- 
gation binding."  (Tr.  pp.  329-330) 

A  recent  decision  of  the  Philippines  Supreme 
Court  supports  the  above  definition.  In  General  En- 
terprises, Inc.  V.  Lianga  Bay  Logging  Co.,  L.  18487, 
August  31,  1964  (not  yet  reported),  a  logging  com- 
pany was  sued  for  breach  of  an  agreement  to  supply 
logs  to  a  distributor  for  export,  and  contended  on 
appeal  that  its  promise  was  not  supported  by  cause 
or  consideration.  In  rejecting  this  contention  the  Su- 
preme Court  said: 

''We  also  find  untenable  the  claim  that  the 
agreement  has  no  cause  or  consideration  consid- 
ering that  the  same  imposes  reciprocal  obliga- 
tions. A  perusal  of  the  agreement  would  show 
that  appellant  designated  appellee  as  its  distrib- 
utor to  export  logs  to  Korea  and  Europe  at  the 
best  market  price  obtainable  on  condition  that 
it  would  pay  appellee  a  commission  of  13%  of 
the  gross  value  of  the  logs.  The  cause  of  a  con- 
tract is  the  essential  reason  which  moves  the  con- 
tracting parties  to  enter  into  it  (8  Manresa,  5th 
edition,  p.  450).  In  other  words,  the  cause  is  the 
immediate,  direct  and  proximate  reason  which 
justifies  the  creation  of  an  obligation  thru  the 
will  of  the  contracting  parties  (3  Castan,  4th  edi- 
tion, p.  347).  Such  being  the  case,  it  is  clear  that 
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for  appellant  the  cause  of  the  agreement  is  the 
distribution  of  its  logs  in  the  areas  agreed  upon 
which  appellee  undertook  to  accomplish,  whereas 
for  appellee  the  cause  is  its  commitment  to  sell  or 
export  the  logs  for  onerous  consideration."  (Ital- 
ics added.) 

Accordingly,  we  contend  that  under  Philippines 
law  a  contract  is  supported  by  cause  if  there  was  a 
"direct  and  proximate  reason  which  justifies  the  cre- 
ation of  an  obligation  thru  the  will  of  the  contracting 
parties." 

The  significance  of  this  is  that  under  this  concept 
of  cause  the  technicalities  of  consideration  are  irrele- 
vant. All  that  is  necessary  to  establish  cause  is  evi- 
dence that  a  reason  of  substance  existed  that  could 
have  induced  the  contracting  party  to  make  his 
promise. 

Indeed  it  is  arguable  that  under  the  civil  law  any 
formally  executed  written  agreement  is  per  se  sup- 
ported by  cause.  See  Lorenzen,  ''Cause  and  Consider- 
ation in  the  Law  of  Contracts,"  28  Yale  Law  Journal 
621  (1919). 

In  any  event,  it  is  clear  that  Philippines  law  does 
not  require  a  promise  of  guaranty  to  be  supported 
by  consideration,  as  distinguished  from  cause,  because 
Article  2048  of  the  Civil  Code  expressly  provides:  "A 
guaranty  is  gratuitous,  unless  there  is  a  stipulation  to 
the  contrary." 
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2.  Putnam's  Promise  Was  Supported  by  Cause. 

On  this  and  other  issues  arising  under  plaintiff's 
contention  that  the  Court  erred  in  not  granting  plain- 
tiff's motion  for  a  directed  verdict,  and  in  denying  its 
subsequent  motion  for  a  judgment  notwithstanding  the 
verdict,  we  recognize  that  these  motions  could  be 
granted  only  if,  viewing  the  evidence  and  the  reason- 
able inferences  therefrom  in  the  light  most  favorable 
to  defendant  Putnam,  there  is  no  substantial  and  le- 
gally relevant  evidence  in  his  favor.  Brady  v.  South- 
ern Railroad,  320  U.S.  476,  64  S.  Ct.  232,  88  L.  Ed. 
239  (1943) ;  Butte  Copper  &  Zinc  Co.  v.  Amerman, 
157  F.2d  457  (CCA.  9,  1946) ;  Wong  v.  Swier,  267 
F.2d  749  CA.  9,  1959) ;  Case-Swayne  Co.,  Inc.  v.  Sun^ 
kist  Growers,  Inc.,  369  P.2d  449  (CA.  9,  1966).  In 
order  to  stay  within  this  standard,  we  will  concern 
ourselves  in  this  portion  of  plaintiff's  brief  only  with 
Putnam's  own  testimony,  and  with  facts  that  are  ei- 
ther agreed  or  are  wholly  undisputed. 

It  should  be  noted  that  for  purposes  of  our  dis- 
cussion of  the  issues  of  cause  and  consideration,  we 
necessarily  assume  that  Putnam's  execution  of  the 
Undertaking  was  not  due  to  ' 'mistake."  The  issues 
of  cause  and  consideration  arise  only  if  the  Under- 
taking was  otherwise  a  valid  and  binding  agreement. 

In  approaching  the  issue  of  cause,  we  may  start 
with  the  Agreement  of  June  7,  1963  (Ex.  1),  which 
Putnam  admittedly  executed  (Agreed  Fact  No.  4,  R. 
p.  10).  It  will  be  remembered  that  under  the  terms  of 
this  Agreement  Putnam  (along  with  Fogelstrom)  un- 
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conditionally  obligated  himself  to  obtain  a  letter  of 
credit  for  Big  Chrome  in  the  sum  of  $300,000,  less 
the  20%  down  payment  to  Discal,  or  a  net  of  $240,000. 
Under  the  Agreement,  Putnam  and  Fogelstrom  were 
obligated  to  obtain  the  desired  letter  of  credit,  no  mat- 
ter what  collateral  or  other  security  might  be  required 
for  its  issuance. 

Putnam  testified  that  when  he  executed  the  Agree- 
ment on  June  7,  1963,  he  did  not  know  that  Ang  had 
already  opened  negotiations  with  the  Rizal  Bank,  and 
that  the  Bank  was  requiring  Foglestrom's  and  his 
signatures  as  guarantors  of  the  proposed  Letter  of 
Credit  (Tr.  pp.  155,  205).  Putnam  also  testified  that 
he  executed  the  Agreement  without  asking  what  would 
be  expected  of  him  in  connection  with  his  obligation 
to  obtain  the  letter  of  credit  for  Big  Chrome,  and 
without  objecting  to  assuming  this  obligation  (Tr.  pp. 
206,  207).  As  we  will  point  out  later  in  this  brief, 
this  testimony  seems  incredible.  Nevertheless,  for 
present  purposes,  we  perforce  assume  it  to  be  true. 

The  fact  remains,  however,  that  from  the  terms 
of  the  Agreement  itself,  Putnam  must  have  known  in 
signing  it  that  Big  Chrome  was  unable  to  obtain  its 
own  financing,  and  that  some  bank  had  agreed  to 
issue  the  proposed  letter  of  credit  only  if  he  and  Fo- 
gelstrom (instead  of  Big  Chrome)  were  responsible 
for  obtaining  it.  From  this  it  was  surely  clear  to  Put- 
nam that  the  letter  of  credit  was  to  be  issued  in  reli- 
ance on  Foglestrom's  and  his  financial  responsibility; 
there  could  have  been  no  other  reason  for  requiring 
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two  foreigners  to  obtain  a  letter  of  credit  for  a  local 
company. 

We  contend  that  Putnam's  execution  of  the  Agree- 
ment clearly  charged  him  with  knowledge  of  the  fact 
that  the  bank  issuing  the  letter  of  credit  would  rely 
on  his  financial  responsibility,  not  on  Big  Chrome's. 

Moving  ahead  to  Putnam's  execution  of  the  Un- 
dertaking on  December  13,  1963,  it  is  of  course  un- 
disputed that  from  the  outset  the  Rizal  Bank  had  in 
fact  insisted  on  Putnam's  signature  as  a  guarantor, 
as  one  of  the  conditions  on  which  the  Letter  of  Credit 
was  to  be  issued  (Ex.  5).  Therefore  the  Bank  was 
clearly  entitled  to  demand  that  Putnam  sign  the  Un- 
dertaking. And  on  his  part,  Putnam  knew  that  it  was 
the  Rizal  Bank  that  had  issued  Big  Chrome's  Letter 
of  Credit  (Tr.  p.  155),  so  he  presumably  understood 
that  he  could  not  refuse  to  execute  an  instrument  that 
would  make  him  liable  on  the  Letter  of  Credit,  along 
with  Big  Chrome. 

In  these  circumstances  Putnam's  contractual  ob- 
ligation to  obtain  the  Letter  of  Credit  for  Big  Chrome 
gave  him  a  ''direct  and  proximate  reason"  for  exe- 
cuting the  Undertaking,  and  this  clearly  was  cause 
under  Philippines  law. 

But  of  course  there  was  other  cause  too. 

Putnam  was  a  major  participant  in  the  Big 
Chrome  venture.  He  had  invested  $48,000  of  his  own 
money  in  the  Company,  and  was  obligated  by  the  June 
7,  1963  Agreement  to  contribute  additional  funds  as 
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needed.  He  had  sold  the  Company  some  major  items  of 
equipment,  for  which  he  had  already  received  $100,- 
000  from  the  discounting  of  Big  Chrome's  Letter  of 
Credit;  and  if  the  mining  machinery  wasn't  made 
available  for  delivery  to  Big  Chrome,  Putnam  might 
ultimately  have  to  return  this  payment,  at  the  de- 
mand either  of  Discal  itself  or  of  Pacific  National 
Bank,  where  the  Letter  of  Credit  was  discounted. 
(Note  that  at  some  time,  the  date  not  being  clear  in 
this  regard,  Putnam  became  a  guarantor  of  this  dis- 
count.) And  finally,  the  June  7,  1963  Agreement  ob- 
ligated Putnam  to  devote  the  next  ten  years  of  his 
life  to  serving  as  Big  Chrome's  field  manager,  and 
entitled  him  to  a  substantial  share  of  its  profits.  All 
of  these  facts  show  that  on  December  13,  1963,  Put- 
nam had  urgent  business  reasons  for  helping  Big 
Chrome  to  get  possession  of  the  shipping  documents, 
which  in  turn  would  govern  the  right  to  possession  of 
the  mining  machinery  when  it  reached  Manila.  As 
Putnam  knew,  the  entire  Big  Chrome  venture  would 
collapse  if  Big  Chrome  could  not  get  prompt  posses- 
sion of  the  mining  machinery. 

In  these  circumstances  Putnam's  substantial  par- 
ticipation and  interest  in  the  Big  Chrome  venture 
provided  him  with  ample  cause  for  executing  the  Un- 
dertaking. 

As  the  Court  below  said  in  its  order  on  plain- 
tiff's Motion  for  Judgment  N.O.V. : 

'That  the  defendant  had  a  substantial  interest 
in  the  profits  of  Big  Chrome,  the  principal  in  the 
undertaking,  there  is  no  doubt.  He  was  contrac- 
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tually  committed  to  work  for  that  company  for 
ten  years  as  a  field  manager.  He  knew  that  the 
principal  needed  $300,000.00  in  order  to  purchase 
the  necessary  equipment,  and  that  he  and  Fogel- 
strom  were  under  a  duty  to  secure  this  financing 
for  the  company.  Certainly,  his  investment  of 
$48,000.00  in  Big  Chrome  was  substantial.  A  part 
of  this  was  to  be  used  to  obtain  financial  backing. 
Big  Chrome's  equipment  purchases  included  a 
substantial  sum  of  his  own  equipment,  plus  other 
equipment  which  he  purchased  for  the  project. 
Without  going  into  further  detail,  I  express  the 
opinion  that  there  was  valid  cause  for  defendant's 
execution  of  the  undertaking."  (R.  pp.  82-3). 

3.  Putnam's  Promise  Was  Also  Supported  by  Con- 
sideration. 

As  stated  previously,  plaintiff  contends  that  under 
Philippine  law  a  promise  supported  by  cause  is  bind- 
ing, whether  or  not  consideration  is  also  shown.  How- 
ever, we  deem  it  appropriate  to  point  out  that  in  this 
case  Putnam's  promise  of  guaranty  was  supported  by 
consideration  as  well  as  by  cause. 

On  this  issue  we  again  urge  that  Putnam's  exe- 
cution of  the  June  7,  1963  Agreement,  even  on  the 
bare  facts  of  the  Agreement  itself  and  Putnam's  own 
testimony,  must  be  construed  as  obligating  him  to  do 
whatever  proved  to  be  necessary  to  obtain  the  desired 
letter  of  credit  for  Big  Chrome,  specifically  including 
becoming  liable  on  the  letter  of  credit  along  with  Big 
Chrome.  On  this  basis  the  consideration  supporting 
Putnam's  promises  in  the  Agreement  also  supported 
his  promise  of  guaranty  in  the  Undertaking. 
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Apart  from  this,  however,  consideration  is  also 
established  by  Putnam's  own  version  of  the  circum- 
stances in  which  he  executed  the  Undertaking. 

It  may  first  be  noted  that  Chiong  testified  that 
early  in  December  1963  he  told  Ang  that  Putnam  and 
Fogelstrom  would  have  to  sign  their  personal  guar- 
anty before  the  Bank  would  release  the  shipping  doc- 
uments to  Big  Chrome  (Tr.  p.  66). 

Putnam  agreed  with  this.  According  to  his  testi- 
mony, he  went  to  the  Bank  on  December  13,  1963 
because  ''there  were  some  papers  out  there  that  would 
have  to  be  signed  in  order  to  allow  Big  Chrome  to  get 
the  shipping  documents  so  they  can  get  their  Customs 
clearance  and  their  tax  exemption."  (Tr.  p.  163). 
The  Undertaking  looked  to  Putnam  like  it  would  give 
Big  Chrome  "the  right  to  have  these  documents  to 
take  from  the  bank  and  do  what  they  had  to  do  with 
them."  (Tr.  pp.  165,  217).  And  Putnam  understood 
that  "maybe  they  needed  my  signature  to  release  these 
documents  to  Big  Chrome."  (Tr.  p.  165). 

Thus  Putnam's  version  of  this  transaction  is  that 
he  executed  the  Undertaking  in  return  for  the  Bank's 
promise  to  release  the  shipping  documents  to  Big 
Chrome.  This  promise  was  valid  consideration  for 
Putnam's  promise  of  guarantee.  The  Bank's  promise 
was  subject  to  the  further  condition  that  Big  Chrome 
execute  a  trust  receipt,  as  an  interim  security  instru- 
ment giving  the  Bank  a  lien  on  the  machinery  and 
equipment  pending  execution  of  a  chattel  mortgage. 
But  this  does  not  make  the  Bank's  promise  any  less 
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valid  or  adequate  as  consideration  for  Putnam's  exe- 
cution of  the  Undertaking. 

Finally,  we  also  contend  that  under  Philippines 
law  the  Rizal  Bank's  issuance  of  the  Letter  of  Credit 
on  August  8,  1963  was  valid  consideration  for  Put- 
nam's subsequent  execution  of  the  Undertaking  on 
December  13,  1963.  In  Bank  of  the  Philippines  V. 
Foerster,  Administrator,  49  Phil.  843  (1923),  a  cor- 
porate officer  executed  a  guaranty  of  his  corpora- 
tion's liability  on  a  pre-existing  loan.  While  the  issue 
of  cause  or  consideration  was  not  discussed,  the  Phil- 
ippines Supreme  Court  held  that  because  the  guar- 
anty clearly  was  intended  to  apply  to  the  Bank's  prior 
advances,  it  was  enforceable  as  such.  The  reasoning 
of  this  case  is  fully  applicable  here,  because  while 
Putnam  was  not  a  corporate  officer  of  Big  Chrome, 
he  was  an  investor  in  it,  a  principal  participant  in 
planning  its  business  operations;  and  the  Undertak- 
ing was  clearly  intended  to  apply  to  the  previously 
issued  Letter  of  Credit. 

As  noted  previously,  the  trial  court  held  that  the 
jury's  special  finding  that  Putnam's  execution  of  the 
Undertaking  was  not  supported  by  consideration 
could  not  stand  (R.  p.  83). 

B.  Defendant  is  bound  by  the  Undertaking,  even 
if  he  signed  it  without  knowing  its  contents, 
because  of  his  own  negligence. 

1.  The  Applicable  Philippines  Law. 

Article  1318  of  the  Civil  Code  (in  Chapter  2  of 
Title  II  of  Book  IV  of  the  Code)  as  previously  men- 
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tioned,  provides  that  one  of  the  essential  requisites 
of  a  contract  is  consent;  and  Article  1319  provides 
that  consent  is  manifested  ''by  the  meeting  of  the  of- 
fer and  acceptance  upon  the  thing  and  the  cause 
which  are  to  constitute  the  contract." 

The  subject  of     mistake  as  vitiating  consent  is 
dealt  with  in  Articles  1330,  1331  and  1333.  The  per- 
tinent provisions  of  these  Articles  are  as  follows: 
"Article   1330.  A  contract  where  consent  is 
given  through  mistake  ...  is  voidable. 

"Article  1331.  In  order  that  mistake  may  in- 
validate consent,  it  should  refer  to  the  substance 
of  the  thing  which  is  the  object  of  the  contract, 
or  to  those  conditions  which  have  principally 
moved  one  or  both  parties  to  enter  into  the  con- 
tract . . . 

"Article  1333.  There  is  no  mistake  if  the 
party  alleging  it  knew  the  doubt,  contingency  or 
risk  affecting  the  object  of  the  contract." 

Under  these  provisions,  defendant  Putnam  con- 
tended that  his  signature  on  the  Undertaking  was 
obtained  through  a  mistake  "going  to  the  very  sub- 
stance of  the  subject  matter  of  the  Undertaking."  (R. 
p.  23). 

At  the  trial,  the  parties'  respective  expert  witness- 
es expressed  opposing  opinions  as  to  the  meaning  and 
effect  of  the  above  provisions.  Defendant's  expert  said 
that  if  a  contracting  party  is  offered  an  opportunity 
to  read  an  agreement,  but  elects  not  to  read  it,  and 
instead  to  accept  its  provisions  on  the  assurance  of  a 
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business  colleague  that  it  is  an  appropriate  instru- 
ment for  him  to  sign,  and  he  therefore  signs  with- 
out knowing  the  provisions  of  the  agreement,  he  is 
not  bound  by  it,  because  *'the  essential  element  of  a 
binding  contract  is  consent,"  which  is  absent  on  the 
foregoing  facts  (Tr.  pp.  248,  261).  Plaintiff's  expert 
testified  that  there  would  be  no  mistake  in  these  cir- 
cumstances, and  the  party  would  be  bound  (Tr.  pp. 
274,  288).  Neither  expert  cited  any  authority  for  his 
opinion. 

2.  Putnam's  deliberate  recklessness  bars 
his  defense  based  on  mistake. 

On  this  issue  our  principal  concern  is  with  what 
was  said  and  done  at  the  Rizal  Bank  on  December 
13,  1963,  when  Putnam  and  Fogelstrom  signed  the 
Undertaking.  And  on  the  motion  under  review  here, 
we  of  course  put  to  one  side  the  testimony  of  Chiong 
and  Pineda  about  these  events.  It  should  be  remem- 
bered, however,  that  both  Chiong  (Tr.  pp.  67,  87-8) 
and  Pineda  (Tr.  pp.  98-9),  testified  that  they  told 
Putnam  that  the  Undertaking  would  make  him  liable 
as  a  guarantor,  and  Pineda  said  that  he  handed  the 
Undertaking  to  Putnam  and  Fogelstrom  "so  you  may 
read  it  yourself,"  and  that  Putnam  in  fact  read  it. 

We  have  previously  set  forth  Putnam's  version  of 
the  events  of  December  13,  1963  in  detail  (supra  p. 
22f f . ) ,  so  we  will  review  it  only  briefly  here. 

Putnam  said  that  he  accompanied  Ang  and  Fogel- 
strom to  the  Rizal  Bank  to  sign  some  papers  that  had 
to  be  signed  "in  order  to  allow  Big  Chrome  to  get 
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the  shipping  documents."  (Tr.  p.  163).  At  the  Bank, 
he,  Ang  and  Fogelstrom  went  to  Chiong's  office.  Chi- 
ong  was  busy,  but  found  the  papers  he  wanted  (i.e. 
the  Undertaking)  on  his  desk,  ''and  asked  us  to  look 
at  them  and  sign  them."  (Tr.  p.  164).  Note  that  Put- 
nam admits  that  Chiong  expressly  asked  him  to  ex- 
amine the  Undertaking  before  signing  it. 

Fogelstrom  signed  the  Undertaking  first,  then 
handed  it  to  Putnam.  Putnam's  testimony  about  what 
happened  next  was  as  follows : 

"I  glanced  at  the  top,  and  it  said  'Undertak- 
ing.' I  never  read  the  whole  thing  through,  be- 
cause they  told  me  that  this  v/as  a  necessary 
thing,  and  everybody  else  signed,  so  I  figured 
if  they  had  the  nerve  to,  why,  I  also  did."  (Tr. 
pp.  164-5). 

Putnam  admitted  that  it  was  Fogelstrom,  not  the 
Bank's  representative,  who  told  him  that  it  was  all 
right  to  sign  the  Undertaking  without  reading  it  (Tr. 
p.  165),  and  he  also  admitted  that  "I  probably  could 
have  taken  time  (to  read  it)  if  I  had  wanted  to." 
(Tr.  p.  217). 

The  foregoing  is  the  evidence  which  Putnam  claims 
establishes  that  he  signed  the  Undertaking  by  mistake, 
thinking  it  to  be  a  customs  or  tax  instrument,  and 
without  knowing  that  it  purported  to  make  him  liable 
as  a  guarantor  of  Big  Chrome. 

On  this  issue  the  Court  instructed  the  jury  as 
follows : 

"If  you  find  from  a  preponderance  of  the  evi- 
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dence  in  the  case  that  the  defendant,  through  no 
negligence  or  fault  of  his  own,  did  not  know  or 
appreciate  that  the  undertaking  required  him  to 
be  a  guarantor  or  surety  for  Big  Chrome,  and 
that  the  defendant  did  not  intend  to  take  on  this 
responsibility,  but  only  believed  that  he  was  sign- 
ing papers  which  would  permit  Big  Chrome  to 
obtain  a  Customs  clearance  and  tax  exemption 
for  the  mining  machinery  and  equipment,  and 
that  he  acted  as  an  ordinary,  prudent  person  un- 
der the  then  existing  circumstances  and  condi- 
tions, then  your  verdict  must  be  against  the  plain- 
tiff and  in  favor  of  the  defendant.  The  burden  of 
proof  is  on  the  defendant  on  this  issue."  (Tr. 
p.  342)   (Italics  added.) 

Thus  the  Court  correctly  told  the  jury  that  it  could 
not  find  that  Putnam's  alleged  mistake  relieved  him 
from  liability  under  the  Undertaking  if  the  mistake 
was  due  to  negligence  or  fault  of  his  own,  or  if  he  did 
not  act  with  ordinary  prudence. 

We  do  not  quarrel  with  the  foregoing  instruction, 
if  the  mistake  issue  was  to  be  submitted  to  the  jury 
at  all.  But  we  contend  that,  on  Putnam's  own  testi- 
mony, his  alleged  mistake  was  due  to  his  own  negli- 
gence or  fault  as  a  matter  of  law,  and  that  for  this 
reason  the  Court  erred  in  denying  plaintiff's  motion 
to  withdraw  this  issue  from  the  jury's  consideration, 
and  its  subsequent  motion  for  a  judgment  N.O.V. 

This  is  not  a  case  in  which  an  inexperienced  and 
unwary  layman  overlooked  an  obscure  provision  hid- 
den in  small  print  in  a  complicated  contract,  or  in 
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which  a  failure  to  read  before  executing  an  agree- 
ment resulted  from  pressures  or  misrepresentation  by 
the  other  contracting  party. 

In  this  case  Putnam,  a  businessman  with  varied 
experience,  was  in  the  banking  offices  of  the  Bank 
that  he  knew  had  issued  Big  Chrome's  Letter  of  Credit, 
which  he  and  Fogelstrom  had  been  obligated  to  obtain 
for  Big  Chrome.  And  the  Bank — not  Ang,  or  Fogel- 
strom— was  asking  him  and  Fogelstrom  to  join  in  ex- 
ecuting an  instrument. 

According  to  Putnam,  Chiong  handed  the  instru- 
ment to  them  and  asked  to  them  to  look  at  it.  Fogel- 
strom presumably  did  so,  and  after  signing  it,  handed 
it  to  Putnam.  Putnam  had  it  in  his  own  hand.  If  he 
had  previously  thought  that  he  was  to  sign  a  docu- 
ment having  to  do  with  customs  or  tax  matters,  he 
now  saw  that,  instead,  it  was  headed  "Undertaking," 
and  its  first  sentence,  which  Putnam  presumably 
read  (Tr.  p.  315),  said  in  plain  terms  that  ''the  un- 
dersigned agrees  to  pay  in  joint  and  several  capacity" 
to  the  Rizal  Bank,  upon  demand,  "all  of  the  said  ob- 
ligations" of  Big  Chrome  when  due.  Surely  this  would 
have  warned  a  prudent  man  that  he  should  read  on, 
before  signing  the  instrument  on  the  assumption  that 
it  dealt  with  customs  or  tax  matters. 

An  examination  of  the  Undertaking  (Ex.  10)  will 
show  that  it  is  a  short  instrument,  its  substantive 
provisions  occupying  only  a  single  typed  page,  with 
double-space  typing  and  wide  margins.  Putnam  could 
have  finished  reading  it  in  another  minute  or  two.  It 
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does  not  look  like  a  customs  or  tax  document.  It  looks 
like  exactly  what  it  is. 

Apparently  Fogelstrom  became  impatient  and  told 
Putnam  that  the  Undertaking  "was  a  necessary 
thing,"  by  which  Fogelstrom  probably  meant  that 
Putnam  was  obligated  to  sign  it  in  any  event,  and  so 
need  not  bother  to  read  it.  Putnam  thereupon  signed 
the  Undertaking,  according  to  his  testimony,  without 
ever  discovering  that  it  was  not  a  customs  o  rtax  docu- 
ment. 

The  plain  fact  is  that  Putnam  deliberately  chose 
not  to  read  the  Undertaking  before  signing.  He  testi- 
fied that  he  had  time  to  read  it  if  he  had  wanted  to. 
But  he  did  not  want  to.  He  elected  to  sign  it  without 
reading  it  because  he  "had  the  nerve"  to  risk  the  con- 
sequences— specifically,  he  had  the  nerve  to  risk  any 
liability  that  the  Undertaking  might  impose,  so  long 
as  this  would  make  the  shipping  documents  available 
to  Big  Chrome.  Thus  Putnam  voluntarily  took  the  risk 
of  an  unknown  liability,  which  turned  out  to  be  that 
of  a  guarantor  of  Big  Chrome.  This  was  such  delib- 
erate recklessness  on  his  part  as  to  constitute  negli- 
gence as  a  matter  of  law. 

Under  Philippines  law,  as  under  American  law, 
one  who  deliberately  chooses  to  sign  a  contractual  in- 
strument without  reading  it,  there  being  an  opportun- 
ity to  do  so,  and  no  deception  or  fraud  by  the  other 
contracting  party,  and  no  obscurity  in  the  instrument, 
is  liable  in  accordance  with  the  contract's  terms. 

With  respect  to  Philippines  law,  we  may  begin  by 
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noting  that  the  Philippines  Supreme  Court  has  estab- 
lished the  rule  that  a  unilateral  mistake  by  one  con- 
tracting party,  to  which  the  other  party  has  not  con- 
tributed, will  not  suffice  to  avoid  the  contract. 

In  Gonzales  Mondragon  v.  Santos,  87  Phil.  471 
(1950),  a  mother  and  her  adult  children,  each  of 
whom  owned  separate  parcels  making  up  a  large  tract 
of  land,  joined  in  executing  a  contract  for  the  sale  of 
the  entire  tract.  The  mother  believed  that  her  parcel 
contained  1,023  hectares.  The  contract  did  not  men- 
tion this,  but  specified  that  she  was  to  be  paid  460,000 
pesos,  which  is  apparently  a  rounding  out  of  1,023 
hectares  at  450  pesos  per  hectare.  Shortly  after  the 
sale  a  new  survey  established  that  the  mother's  parcel 
contained  1,091.24  hectares,  instead  of  1,023  hectares. 
Thereupon  the  mother  sued  to  rescind,  or  for  payment 
to  her  for  1,091.24  hectares  at  450  pesos  each,  claim- 
ing that  she  signed  the  deed  without  reading  it,  in  the 
mistaken  belief  that  it  provided  that  she  would  be  paid 
450  pesos  per  hectare  for  her  parcel.  After  an  adverse 
decsion  in  the  trial  court,  the  mother  appealed.  The 
Supreme  Court  of  the  Philippines  affirmed,  and  laid 
down  the  following  rule : 

' 'Decisions  of  this  court  and  of  American 
courts  abound  in  favor  of  the  salutory  doctrine 
that  contracts  solemnly  and  deliberately  entered 
into  may  not  be  overturned  by  inconclusive  proof 
or  by  reason  of  mistakes  of  one  of  the  "parties  to 
which  the  other  in  no  vjay  has  contributed."  87 
Phil,  at  478.  (Italics  added.) 

In  a  later  decision  the  Gonzales  Mondragon  case 
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was  cited  as  establishing  that  contracts  deliberately 
entered  into  may  not  be  overturned  ''by  reason  of  mis- 
take of  one  of  the  parties  to  which  the  other  has  in 
no  way  contributed."  See  Pilar  Gil  Vda.  de  Murciano 
V.  The  Auditor  General,  103  Phil.  907,  912  (1958). 

In  Facundo  v.  Lim,  85  Phil.  641  (1950),  a  vendor 
claimed  he  signed  a  contract  for  the  sale  of  his  land 
without  reading  it,  and  so  did  not  know  that  it  pro- 
vided that  he  was  to  be  paid  in  ''lawful  circulating 
currency,"  i.e.,  Japanese  military  notes,  instead  of  in 
true  Philippine  currency.  On  appeal,  the  Philippines 
Supreme  Court  affirmed  the  trial  court's  rejection  of 
this  claim,  saying: 

"Not  much  weight  can  be  accorded  to  appel- 
lant's declaration  that  he  signed  the  deed  without 
reading  the  same.  Appellant  was  neither  illiter- 
ate nor  ignorant.  It  is,  therefore,  not  reasonable 
to  suppose  that  he  would  sign  a  contract  involv- 
ing a  large  sum  without  first  being  certain  that 
it  expressed  his  true  will.  His  allegation  that  he 
was  not  able  to  read  the  contract  because  he  did 
not  have  his  glasses  with  him  ...  is  but  a  flimsy 
excuse  for  this  belated  effort  on  his  part  to  get 
out  of  the  deal.  We  see  nothing  that  would  have 
prevented  him  from  sending  for  his  glasses  before 
closing  the  transaction.  .  .  ."  85  Phil,  at  644. 
(Italics  added.) 

The  earlier  case  of  Javier  v.  Javier,  Administra- 
tor, 7  Phil.  261  (1907)  is  to  the  same  effect.  In  this 
case  Segundo  Javier  claimed  that  in  1885,  with  his 
father's  consent,  he  built  a  house  at  his  own  expense 
on  a  lot  owned  by  his  father.  In  1887  his  brother  Fe- 
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lix,  having  borrowed  some  money,  signed  several  re- 
ceipts which  referred  to  the  lot  on  which  this  house 
was  built  as  "the  lot  upon  which  the  house  of  strong 
materials,  No.  520  Calle  Real  or  Cabanas,  the  exclu- 
sive property  of  my  brother,  Segundo  Javier  is  built." 
Thereafter  the  father  died.  The  father's  executor  in- 
cluded the  house  in  the  inventory,  and  Segundo  Javier 
petitioned  to  have  it  deleted  therefrom.  At  the  trial 
Felix  Javier  admitted  the  authenticity  of  the  above 
receipts,  but  testified  that  he  signed  them  without 
knowing  their  contents.  The  trial  court  denied  the  pe- 
tition, and  Segundo  Javier  appealed.  The  Supreme 
Court  of  the  Philippines  reversed,  and  said: 

"An  attempt  was  made  by  Felix  Javier  to 
overcome  the  probatory  force  of  the  documents 
signed  by  him,  he  alleging  that  he  signed  the 
same  without  first  informing  himself  as  to  their 
contents,  except  that  part  thereof  relating  to  the 
sums  of  money  mentioned  in  the  same.  We  cannot 
give  credit  to  this  explanation.  The  natural  pre- 
sumption  is  that  one  does  not  sign  a  document 
without  first  informing  himself  of  its  contents, 
and  that  presumption  acquires  greater  force 
where  not  one  only,  but  several  documents,  exe- 
cuted at  different  times  and  at  different  places, 
as  is  here  the  case,  were  signed.  There  is  nothing 
in  the  record  that  can  in  any  way  overcome  this 
presumption."  7  Phil,  at  266-7.  (Italics  added.) 

We  submit  that  these  cases  establish  that  under 
Philippines  law  a  contractng  party  cannot  escape  li- 
ability under  a  contract  solemnly  entered  into  on  the 
ground  that  he  deliberately  elected  not  to  read  it  be- 
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fore  signing  it,  and  so  was  mistaken  as  to  its  con- 
tents, when  the  other  contracting  party  has  in  no  way 
contributed  to  the  mistake. 

It  will  be  noted  that  in  the  language  quoted  above 
from  the  Gonzales  Mondragon  case,  supra,  the  Phil- 
ippines Supreme  Court  expressly  relied  in  part  on  de- 
cisions of  the  American  courts  as  a  basis  for  the 
above-stated  doctrine.  The  American  decisions  clearly 
are  in  accord,  as  shown  by  the  following  authorities : 

In  Upton  V.  Tribilock,  91  U.S.  45,  23  L.  Ed.  203 
(1875),  the  Supreme  Court  said: 

"That  the  defendant  did  not  read  the  charter 
and  by-laws,  if  such  were  the  fact,  was  his  own 
fault.  It  will  not  do  for  a  man  to  enter  into  a 
contract  and,  when  called  upon  to  respond  to  its 
obligations,  to  say  that  he  did  not  read  it  when 
he  signed  it,  or  did  not  know  what  it  contained. 
If  this  were  permitted,  contracts  would  not  be 
worth  the  paper  on  which  they  were  written.  But 
such  is  not  the  law.  A  contractor  must  stand  by 
the  words  of  his  contract;  and,  if  he  will  not  read 
what  he  signs,  he  alone  is  responsible  for  his 
omission.  (Citing.)"  91  U.S.  at  50,  23  L.  Ed.  at 
205. 

In  Danciger  Oil  &  Refining  Co.  v.  Ball,  54  F.2d 
908  (CCA.  5,  1932),  the  defendant  claimed  that  he 
signed  a  contract  through  a  mistake  induced  by 
fraud.  It  appeared,  however,  that  the  defendant  could 
have  read  the  entire  contract  in  three  or  four  min- 
utes, and  he  admitted  that  the  contract  was  handed 
to  him  to  read  and  that  no  one  prevented  him  from 
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reading  it.  The  Court  of  Appeals  for  the  Fifth  Circuit 
found  that  there  was  no  proof  that  fraud  or  misrep- 
resentation kept  defendant  from  reading  the  contract 
before  signing  it,  and  held  that  proof  of  fraud  or  mis- 
representation "is  necessary  to  excuse  Ball's  negligence 
and  prevent  his  signing  from  being  taken  conclusive- 
ly as  an  adoption  by  him  of  the  contract  as  written." 
54  F.2d  at  910. 

In  Holly  Stores  V.  Judie,  179  F.2d  730  (C.A.  7, 
1950),  a  corporation  for  whom  experienced  business- 
men were  acting  claimed  that  it  executed  a  lease  with- 
out knowing  that  it  contained  a  provision  to  which  it 
now  objects.  The  lease  was  written  in  plain  and  un- 
ambiguous language,  so  that  a  mere  reading  of  it 
would  have  been  sufficient  for  discovery  of  the  ob- 
jectionable provision.  In  these  circumstances  the 
Court  of  Appeals  for  the  Seventh  Circuit  said  that  the 
plaintiff  could  as  easily  have  discovered  the  alleged 
error  before  execution  of  the  lease  as  afterward.  The 
Court  continued: 

"Plaintiff  thus  finds  itself  empaneled  on  one 
prong  or  the  other  of  a  two-horned  dilemma  — 
either  it  did  not  read  the  lease,  or  if  it  did  so  no 
heed  was  given  to  its  plain  and  unambiguous 
terms — and  its  position  on  one  horn  is  no  better 
than  on  the  other.  That  its  failure  to  know  and 
understand  the  provisions  of  the  lease  which  it 
solemnly  executed  was  the  result  of  its  own  in- 
excusable negligence  is  beyond  the  pale  of  reason- 
able argument.^'  (179  F.2d  at  734,  emphasis 
added. ) 
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In  Oregon-Pacific  Forest  Products  Corporation  V. 
Welsh  Panel  Company,  248  F.  Supp.  903  (D.  Ore. 
1965),  Judge  Kilkenny  said  that  under  the  laws  of 
both  Oregon  and  Washington,  ''It  is  no  defense  that 
a  party,  seeking  to  avoid  the  contract,  did  not  read 
it,"  the  only  exceptions  being  parol  evidence  to  show 
the  circumstances  under  which  the  agreement  was 
made,  to  explain  an  ambiguity,  or  to  establish  ille- 
gality or  fraud.  248  F.  Supp.  at  908. 

In  Shell  Oil  Company  v.  Boyer,  234  Or.  270,  381 
P.2d  494  (1963),  Shell  sought  specific  performance 
of  a  purchase  option  in  a  service  station  lease.  The 
defendants  testified  that  when  they  signed  the  lease 
they  noticed  the  paragraph  entitled  "Option  to  Pur- 
chase" and  another  paragraph  entitled  ''Purchase  Re- 
fusal," and  asked  Shell's  agent,  subsequently  de- 
ceased, the  meaning  of  these  paragraphs.  According 
to  the  defendants,  the  agent's  answer  explained  the 
second  but  not  the  first  of  these  options,  and  assured 
them  that  Shell  was  not  interested  in  buying  service 
stations.  The  Oregon  Supreme  Court  found  that  the 
two  options  were  clear  and  understandable,  though 
possibly  ambiguous  when  read  together.  The  Supreme 
Court  said: 

"If  the  testimony  of  the  lessors  is  believed, 
they  relied  upon  the  agent's  interpretation  of  the 
legal  effect  of  the  two  clauses  rather  than  upon 
their  own  reading.  Ordinarily,  the  failure  to  read 
an  instrument,  when  there  is  ample  opportunity 
to  do  so,  is  no  defense  to  its  enforcement.  See 
Long  V.  Smith  Hotel  Co.  et  al,  115  Or.  306,  237 
P.  671  (1925)."  234  Or.  at  276,  381  P.2d  at  497. 
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Also  see  American  Law  Institute,  Restatement  of 
Contracts,  Section  70;  and  Williston  on  Contracts, 
Section  90A. 

Before  closing  on  this  subject,  we  call  attention 
to  Article  1333  (quoted  above)  of  the  Civil  Code, 
which  provides  that  there  is  no  mistake  ''if  the  party 
alleging  it  knew  the  doubt,  contingency  or  risk  affect- 
ing the  object  of  the  contract."  We  have  been  unable 
to  find  any  Philippines  cases  construing  this  provi- 
sion. However  we  suggest  that  the  ''doubt,  contingen- 
cy or  risk"  affecting  the  object  of  the  Undertaking 
was  whether  the  Rizal  Bank  would  release  the  ship- 
ping documents  to  Big  Chrome.  Putnam  admittedly 
knew  this,  and  indeed  his  own  testimony  was  that  he 
signed  the  Undertaking  in  order  to  enable  Big  Chrome 
to  obtain  these  documents  "and  do  what  they  had  to 
do  with  them."  (Tr.  p.  165).  Therefore  Article  1333 
by  its  terms  bars  Putnam's  claim  of  mistake. 

On  the  basis  of  all  of  the  foregoing  authorities,  we 
submit  that  even  viewing  the  evidence  and  the  infer- 
ences therefrom  in  the  light  most  favorable  to  Put- 
nam, it  is  clear  that  Putnam's  deliberate  election  not 
to  read  the  Undertaking  before  signing  it  constituted 
negligence  as  a  matter  of  law,  so  that  he  cannot 
avoid  liability  under  the  Undertaking  on  the  ground 
of   mistake. 

C.  The  amount  of  the  judgment  to  be  entered. 

It  has  long  been  established  that  a  Federal  court 
can  grant  a  directed  verdict,  or  a  judgment  notwith- 


67 

standing  the  verdict,  in  favor  of  a  plaintiff  as  well  as  of 
a  defendant.  Delaware,  Lackawanna  &  Western  Rail- 
road Company  v.  Converse,  139  U.S.  469,  11  S.  Ct. 
569,  35  L.  Ed.  213  (1891).  And  on  a  plaintiff's  mo- 
tion for  judgment  N.O.V.,  where  the  amount  of  the 
judgment  to  be  entered  can  be  computed  from  the 
undisputed  testimony,  the  Court  can  make  the  com- 
putation. United  States  v.  Grannis,  172  F.2d  507 
(C.A.  4,  1949),  cert  denied  337  U.S.  918,  69  S.  Ct. 
1160,  93  L.  Ed.  1727;  Baltimore  Gas  &  Electric  Co, 
V.  United  States  Fidelity  &  Guaranty  Co.,  166  F. 
Supp.  703  (D.Md.  1958). 

In  this  case,  however,  the  amount  of  the  principal 
is  fixed  by  Agreed  Fact  No.  19  (R.  p.  13),  and  the 
parties  stipulated  in  open  court  that  on  plaintiff's 
motion  for  a  judgment  notwithstanding  the  verdict, 
either  the  District  Court  or  the  Court  of  Appeals  may 
fix  the  amount  of  interest  to  which  the  plaintiff  is 
entitled  (Tr.  pp.  364-5). 

As  previously  stated  here,  plaintiff's  motion  for  a 
judgment  N.O.V.  in  the  sum  of  $231,142.77  is  based 
on  a  computation  (set  forth  in  the  motion,  R.  p.  45) 
from  which  every  item  challenged  by  the  defendant 
has  been  eliminated.  A  judgment  in  this  amount 
would  be  fully  supported  by  the  undisputed  evidence, 
and  indeed  there  would  be  no  basis  in  the  record  for 
a  judgment  in  a  lesser  amount. 

D.  Conclusion. 

We  respectfully  contend  that  the  foregoing  argu- 
ment has  shown  that  the  Court  should  have  held  as 


68 

a  matter  of  law  (1)  that  there  was  cause,  and  also 
consideration,  for  defendant's  execution  of  the  Un- 
dertaking; (2)  that  defendant  is  not  entitled  to  avoid 
liability  under  the  Undertaking  on  the  ground  of  mis- 
take; and  (3)  that  plaintiff's  recovery  should  be  not 
less  than  the  sum  of  $231,142.77;  and  that  therefore 
the  Court  erred  in  denying  plaintiff's  motion  for 
judgment  notwithstanding  the  verdicts  for  defendant, 
in  the  said  sum  of  $231,142.77. 

II.  The  Verdicts  are  Against  the  Clear  Weight  of  the 

Evidence,  and  the  Trial  Court  Abused  Its  Discretion 

in  Denying  Plaintiff's  Motion  for  a  New  Trial. 

A.  The  trial  court's  denial  of  plaintiff's  motion 
for  a  new  trial  was  an  abuse  of  discretion, 
reviewable  in  this  court. 

Plaintiff's  alternative  motion  for  a  new  trial, 
which  is  reached  for  consideration  only  if  its  motion 
for  a  judgment  notwithstanding  the  verdicts  for  de- 
fendant is  denied,  was  on  the  ground  that  the  verdicts 
are  against  the  clear  weight  of  the  evidence  and  re- 
sult in  a  serious  miscarriage  of  justice  (R.  p.  46).  In 
ruling  on  this  motion  the  Court  said : 

"I  personally  feel  that  the  weight  of  the  evi- 
dence is  in  favor  of  plaintiff's  contentions." 

The  Court  nevertheless  denied  the  motion  for  a  new 
trial,  solely  on  the  ground  that  granting  a  new  trial 
"would  only  postpone  the  ultimate  conclusions  of  the 
Court  of  Appeals"  on  the  disputed  questions  of  law 
involved  in  the  case  (R.  p.  86;  infra,  App.  p.  12). 

The  trial  court's  determination  in  its  discretion 
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that  the  weight  of  the  evidence  was  in  plaintiff's  fa- 
vor provided  a  lawful  and  proper  basis  for  granting 
plaintiff's  motion  for  a  new  trial.  Montgomery  Ward 
&  Co.  V.  Duncan,  311  U.S.  243,  61  S.  Ct.  189,  85  L. 
Ed.  147  (1940) ;  Moist  Cold  Refrigerator  Co.  v.  Lou 
Johnson  Co.,  249  F.2d  246  (C.A.  9,  1957),  cert,  den., 
356  U.S.  968,  78  S.  Ct.  1008,  2  L.  Ed.  2d  1074. 

After  the  Court  made  this  finding,  the  fact  that  a 
new  trial  would  delay  appellate  review  of  the  disputed 
legal  questions  was  not  a  valid  ground  for  its  denial 
of  plaintiff's  motion.  Granting  a  new  trial  will  al- 
ways result  in  delaying  appellate  review  of  disputed 
legal  questions.  If  this  were  a  valid  reason  for  deny- 
ing an  otherwise  justified  new  trial,  a  new  trial  could 
never  be  granted  when  there  are  disputed  legal  ques- 
tions. The  denial  of  plaintiff's  motion  on  this  ground 
was  a  plain  abuse  of  the  court's  discretion. 

It  is  well  established  that  when  a  district  court 
abuses  its  discretion  in  denying  a  motion  for  new 
trial,  the  denial  is  reviewable,  and  the  Court  of  Ap- 
peals may  reverse  and  remand  with  directions  to 
grant  a  new  trial.  This  is  shown  by  the  following 
cases : 

In  United  States  V.  Simmons,  346  F.2d  213  (C.A. 
5,  1965),  a  taxpayer's  suit  for  an  estate  tax  refund, 
the  trial  court  had  denied  motions  for  a  judgment 
N.O.V.  and  for  a  new  trial.  The  Court  of  Appeals  af- 
firmed the  denial  of  a  judgment  N.O.V.,  but  held: 
"We  reverse  the  judgment  and  remand  the 
case  for  a  new  trial,  because  there  was  no  ra- 
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tional  basis  for  the  jury's  finding."  346  F.2d  at 
215. 

In  Georgia  Pacific  Corporation  V.  United  States, 
264  F.2d  161  (C.A.  5,  1959),  the  only  issue  on  appeal 
was  the  appellant's  contention  that  the  trial  court  had 
erred  in  denying  its  motion  for  a  new  trial,  based 
on  a  complete  lack  of  evidence  to  support  the  verdict. 
The  Court  of  Appeals  held  that  on  the  undisputed 
facts  the  only  permissible  verdict  was  for  the  appel- 
lant, and  said: 

'The  refusal  of  the  court  to  grant  a  new  trial 
was  a  clear  abuse  of  discretion.  The  judgment  is, 
therefore,  reversed  and  the  cause  is  remanded 
with  directions  to  grant  a  new  trial."  264  F.2d 
at  166. 

In  Charles  v.  Norfolk  &  Western  Railway  Com- 
pany, 188  F.2d  691  (C.A.  7,  1951),  cert,  den.,  342 
U.S.  831,  72  S.  Ct.  55,  96  L.  Ed.  628  (1951),  the  trial 
judge  expressed  his  disagreement  with  the  verdict, 
but  denied  a  motion  for  a  new  trial.  The  Court  of  Ap- 
peals reversed  the  judgment  with  directions  to  grant 
a  new  trial. 

Also  see  Sidzbacher  v.  Continental  Casualty  Com- 
pany, 88  F.2d  122  (CCA.  8,  1937)  (district  court 
denied  motion  for  new  trial  without  considering  its 
merits;  judgment  reversed  and  remanded  with  direc- 
tions to  grant  a  new  trial) . 

And  cf  Magee  v.  General  Motors  Inc.,  213  F.2d 
899  (C.A.  3,  1954),  where  the  district  court  told  the 
jury  that  in  his  opinion  the  verdict  was  against  the 
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clear  weight  of  the  evidence,  but  thereafter  denied  a 
motion  for  a  new  trial.  Holding  that  this  was  "an  ab- 
dication of  the  judge's  functions/'  the  Court  of  Ap- 
peals reversed  and  remanded  with  directions  to  re- 
consider the  motion  for  a  new  trial.  In  accord:  Paine 
V.  St.  Paul  Union  Stock  Yards  Co.,  35  F.2d  624 
(CCA.   8,    1929). 

On  the  basis  of  these  authorities,  it  is  clear  that  in 
the  instant  case  the  trial  court  abused  its  discretion 
in  denying  plaintiff's  motion  for  a  new  trial,  and 
this  Court  may  review  the  ruling  on  this  motion,  and 
may  itself  reverse  and  remand  with  instructions  to 
grant  plaintiff  a  new  trial. 

B.  The  verdicts  for  defendant  are  against  the 
clear  weight  of  the  evidence. 

On  this  issue  we  again  turn  first  to  the  circum- 
stances in  which  the  Agreement  of  June  7,  1968  was 
executed. 

As  previously  related  in  our  statement  of  the  facts, 
Ang  and  Robles  first  talked  to  Putnam  and  Fogel- 
strom  about  Big  Chrome  early  in  April,  1963;  Ang 
opened  negotiations  with  the  Rizal  Bank  in  the  middle 
of  April;  Putnam  visited  the  Big  Chrome  mine  on 
April  27  and  28 ;  and  Ang  returned  to  the  Rizal  Bank 
at  the  end  of  April,  being  then  told  by  Chiong  that 
the  Bank  would  require  a  25%  marginal  deposit  and 
individual  guarantees  by  Putnam  and  Fogelstrom  as 
conditions  for  the  issuance  of  the  desired  letter  of 
credit.  Putnam  left  Manila  on  May  5,  to  return  to  the 
United  States. 
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Putnam  testified  that  during  this  period,  he,  Ang, 
Robles  and  Fogelstrom  "were  discussing  this  thing 
daily,  because  usually  we  all  had  lunch  together." 
(Tr.  p.  194). 

We  submit  that  during  these  luncheon  conversa- 
tions Ang  must  surely  have  reported  to  the  others 
about  his  negotiations  with  the  Rizal  Bank.  It  is  in- 
conceivable that  Ang  would  have  concealed  his  nego- 
tiations from  his  own  "boss" — Ang  was  employed  in 
DiscaFs  Manila  office,  and  Fogelstrom  was  a  vice  pres- 
ident of  Discal. 

It  is  likewise  inconceivable  that  Ang  and  Fogel- 
strom would  have  failed  to  tell  Putnam  about  the  Ri- 
zal Bank's  requirements.  Indeed  they  had  to  make 
such  a  disclosure,  because  they  had  to  know  whether 
Putnam  would  agree  to  sign  as  a  guarantor  for  Big 
Chrome. 

The  significance  of  this  is  that,  contrary  to  his 
own  testimony  (Tr.  pp.  154,  206),  Putnam  almost 
certainly  knew  at  this  time  about  Ang's  negotiations 
with  the  Rizal  Bank,  and  about  the  Bank^s  require- 
ment that  he  (Putnam)  sign  as  a  guarantor  of  Big 
Chrome. 

Putnam  returned  to  Manila  on  May  13,  and  went 
to  work  on  planning  the  equipment  and  operating 
methods  that  would  be  used  by  Big  Chrome.  Within 
the  next  two  or  three  weeks  he  submitted  his  proposal 
to  Ang  and  Robles,  they  approved  it,  he  and  Fogel- 
strom made  their  definite  decision  to  join  the  Big 
Chrome  venture,  and  the  June  7,  1963  Agreement 
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was  negotiated  and  drafted.  As  drafted,  the  Agree- 
ment included  the  provision  obligating  Putnam,  joint- 
ly with  Fogelstrom,  to  obtain  a  $300,000  letter  of 
credit  for  Big  Chrome,  with  a  20  7o  down  payment 
to  Discal,  liquidation  of  the  balance  in  semiannual  in- 
stallments over  a  three-year  period,  and  a  25%  mar- 
ginal deposit,  all  as  Ang  had  previously  agreed  with 
the  Rizal  Bank. 

Putnam  testified  that  during  this  period  the  pro- 
posed Agreement  "was  discussed  with  me  almost  ev- 
ery evening,  at  least,  regarding  what  they  were  ac- 
complishing, and  the  methods  that  they  may  go  about 
— different  things  within  this  contract  before  it  was 
signed."  (Tr.  p.  206). 

Nevertheless  Putnam  testified  that  at  this  time 
he  had  never  heard  of  the  Rizal  Bank,  and  did  not 
know  that  Big  Chrome  was  to  get  the  letter  of  credit 
from  it,  and  that  the  Bank  would  require  his  signa- 
ture as  a  guarantor  (Tr.  pp.  154,  161,  162).  We  sub- 
mit that  this  testimony  is  incredible. 

To  begin  with,  we  have  shown  above  that  Ang  and 
Fogelstrom  almost  certainly  had  told  Putnam  during 
the  luncheon  discussion  in  late  April  or  early  May 
about  their  negotiations  with  the  Rizal  Bank.  But  if 
they  had  not  done  so  before,  they  surely  would  have 
told  Putnam  about  these  negotiations  in  discussing 
with  him  his  proposed  obligation  to  join  in  getting 
Big  Chrome's  letter  of  credit.  //  Ang  and  Fogelstrom 
did  not  then  tell  Putnam  that  he  was  going  to  have 
to  sign  as  a  guarantor  of  Big  Chrome,  they  deceived 


74 

him,  and  obtained  his  execution  of  the  Agreement  by 
means  of  this  deceit.  But  Putnam  has  never  claimed 
that  Ang  and  Fogelstrom  deceived  him  or  tricked  him 
into  becoming  a  guarantor  of  Big  Chrome. 

And  on  Putnam's  part,  it  is  inconceivable  that  he 
would  have  signed  the  Agreement  blindly,  obligating 
himself  unconditionally  to  obtain  the  letter  of  credit 
for  Big  Chrome,  without  finding  out  what  would  be 
expected  of  him  in  connection  with  this  obligation. 

For  these  reasons  we  contend  that  the  clear  weight 
of  the  evidence  establishes  that  Putnam  signed  the 
June  7,  1963  Agreement  with  full  knowledge  of  the 
negotiations  with  the  Rizal  Bank,  and  of  the  conditions 
on  which  a  letter  of  credit  could  be  obtained  for  Big 
Chrome,  and  knowing  and  intending  that  by  signing 
the  Agreement  he  was  obligating  himself  to  become 
a  guarantor  for  Big  Chrome. 

Moving  ahead  now  to  Putnam's  execution  of  the 
Undertaking  on  December  13,  1963,  Putnam's  testi- 
mony here,  too,  is  incredible. 

Note  that  the  testimony  of  Chiong  and  Pineda 
shows  that  they  presented  the  Undertaking  to  Put- 
nam and  Fogelstrom  in  an  orderly,  business-like  man- 
ner. Their  testimony  is  inherently  reasonable  and  be- 
lievable. 

Putnam's  testimony  that  Ang  and  Fogelstrom  led 
him  to  think  that  the  instrument  he  was  signing  had 
something  to  do  with  Customs  or  with  a  tax  exemp- 
tion  (Tr.  p.  163)   is  equivalent  to  charging,  again, 
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that  Ang  and  Fogelstrom  deceived  him ;  yet  as  stated 
above,  Putnam  has  never  made  such  a  claim. 

Putnam's  claim  that  the  Undertaking  looked  to 
him  like  a  customs  or  tax  document  is  utter  nonsense. 
The  Undertaking  does  not  even  remotely  look  like 
such  a  document.  As  we  have  said  previously,  it  looks 
like  what  it  in  fact  is,  an  instrument  of  guaranty. 

Moreover,  it  is  incredible  that  Putnam  would  go 
to  the  Bank  that  he  knew  had  issued  Big  Chrome's 
Letter  of  Credit,  which  he  had  obligated  himself  to  get 
for  Big  Chrome,  and  that  he  would  sign  an  instru- 
ment which  he  saw  was  entitled  "Undertaking,"  and 
the  first  portion  of  which  he  admittedly  read,  without 
knowing  what  it  was  he  was  signing.  The  only  rea- 
sonable explanation  for  Putnam's  readiness  and  will- 
ingness to  sign  the  Undertaking  is  that  he  had  known 
at  least  since  the  execution  of  the  June  7,  1963  Agree- 
ment that  he  was  going  to  have  to  sign  as  a  guar- 
antor of  Big  Chrome's  liability  under  the  Letter  of 
Credit,  and  signing  the  Undertaking  was  nothing 
more  than  the  carrying  out  of  what  he  was  already 
obligated  to  do. 

Putnam  strains  credulity  too  far  when  he  claims 
both  that  he  executed  the  June  7,  1963  Agreement 
without  understanding  its  obvious  import,  and  that  he 
executed  the  Undertaking  believing  it  to  be  merely 
a  customs  or  tax  instrument. 

We  submit  that  the  clear  weight  of  the  evidence 
is  that  on  December  13,  1963  Putnam  knew  that  he 
was  contractually  obligated  to  sign  as  a  guarantor  of 
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Big  Chrome's  liability  under  the  Letter  of  Intent, 
and  that  he  signed  the  Undertaking  intending  to  be- 
come such  a  guarantor. 

Putnam's  subsequent  conduct  corroborates  this. 

According  to  his  testimony,  Putnam  first  learned 
that  he  was  liable  as  a  guarantor  of  the  Letter  of 
Credit  after  his  rupture  with  Big  Chrome.  This  was 
in  March  1964  (Tr.  pp.  172,  173).  Putnam  said  he 
was  "surprised"  to  learn  that  he  was  a  guarantor  but 
was  assured  by  Fogelstrom  that  Ang  was  capable  of 
taking  care  of  any  obligation  (Tr.  p.  219).  Bearing 
in  mind  that  Putnam  had  just  walked  out  of  the  Big 
Chrome  venture  in  anger  because  he  thought  it  was 
doomed  to  failure,  his  reaction  to  learning  that  he  had 
a  contingent  liability  of  $269,435.70  as  a  guarantor 
for  Big  Chrome  seems  extraordinarily  mild. 

Putnam  went  to  the  Rizal  Bank  just  a  few  weeks 
later,  and  talked  to  Choing  about  the  status  of  the  Big 
Chrome  account  (Tr.  p.  174).  At  this  meeting  Putnam 
did  not  suggest  any  doubt  or  question  about  his  lia- 
bility as  a  guarantor,  or  any  surprise  or  objection. 

Putnam  returned  to  the  Bank  on  other  occasions 
in  1964  and  1965,  and  during  1966  he  talked  with 
Attorney  Meer,  without  ever  questioning  his  liability 
as  a  guarantor.  On  the  contrary,  he  acknowledged  his 
liability,  and  sought  (and  received)  the  Bank's  coop- 
eration in  trying  to  minimize  it  by  getting  new  financ- 
ing for  the  operation  of  the  Big  Chrome  mine.  On  Sep- 
tember 19,  1966,  after  Fogelstrom  had  suggested  that 
he  and  Putnam  needn't  be  concerned  about  their  guar- 
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anties  (Ex.  20),  Putnam  scolded  Fogelstrom  in  an 
answering  letter,  telling  him  that  while  the  credit 
was  made  out  to  Big  Chrome,  Ang  and  his  father 
(since  deceased)  "and  you  and  I  are  the  guarantors," 
and 

"I  will  not  stand  for  anyone  to  try  to  get  out 
of  his  obligation  or  in  any  way  cause  the  Bank 
any  trouble  because  they  went  along  with  us  in 
good  faith  and  have  been  very  lenient."  (Ex.  21). 

It  is  incredible  that  Putnam  would  not  have  indi- 
cated some  question,  and  probably  considerable  resent- 
ment, at  some  time  during  this  period,  if  he  in  fact 
believed  that  he  had  signed  the  Undertaking  through 
a  mistake,  believing  it  to  be  a  customs  or  tax  exemp- 
tion instrument.  His  ready  and  complete  acquiescence 
in  his  liability  as  a  guarantor  contradicts  his  belated* 
claim  of  mistake. 

We  repeat,  therefore,  that  Putnam  did  not  sign 
the  Undertaking  through  a  mistake.  He  knew  and  in- 
tended that  he  was  obligating  himself  as  a  guarantor  of 
Big  Chrome. 

The  clear  weight  of  the  evidence  also  establishes 
that  Putnam's  promise  of  guaranty  was  supported  by 
cause  and  consideration.  In  support  of  this  it  is  enough 
to  point  again  to  Putnam's  obligations  under  the  June 
7,  1963  Agreement,  and  to  the  dire  consequences  that 
would  have  resulted  for  the  Big  Chrome  venture  and 
for  Putnam  himself  if  he  had  refused  to  sign  the  Un- 


*  Note  that  defendant  did  not  claim  ''mistake"  as  a  de- 
fense in  his  answer  in  this  case  (R.  p.  3). 
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dertaking.  In  the  context  of  this  transaction,  the  jury's 
findings  that  Putnam  was  a  gratuitous  guarantor, 
without  a  reason  of  substance  (within  the  trial  court's 
instruction)  for  signing  the  Undertaking,  were  with- 
out a  rational  basis  in  the  evidence. 

C.  Conclusion. 

We  respectfully  contend  that  the  verdicts  and 
judgment  for  the  defendant  in  this  case  are  against 
the  clear  weight  of  the  evidence.  Further,  they  consti- 
tute a  serious  miscarriage  of  justice.  The  Rizal  Bank 
necessarily  relied  from  the  outset  on  the  financial  re- 
sponsibility of  the  guarantors  of  the  Letter  of  Credit, 
since  Big  Chrome  had  no  assets  of  its  own,  and  the 
mining  machinery  was  not  even  in  existence  when  the 
Bank's  commitment  was  made.  Furthermore,  Putnam 
himself  has  received  $100,000  from  the  proceeds  of  the 
Letter  of  Credit,  having  been  paid  for  his  equipment 
with  the  Rizal  Bank's  money.  In  these  circumstances 
it  is  especially  unjust  for  him  to  avoid  his  clear  li- 
ability under  the  Undertaking. 

III.  General  Conclusion  and  Prayer 

The  evidence  in  this  record  and  the  reasonable  in- 
ferences therefrom,  even  when  viewed  in  the  light 
most  favorable  to  defendant  Putnam,  establish  as  a 
matter  of  law  that  there  was  cause  for  Putnam's  exe- 
cution of  the  Undertaking,  and,  while  cause  alone  is 
sufficient,  that  there  was  also  consideration  therefor; 
and  the  said  evidence  and  inferences,  when  so  viewed, 
also  establish  as  a  matter  of  law  that  if  Putnam's  ex- 
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ecution  of  the  Undertaking  was  through  a  mistake, 
the  mistake  was  due  solely  to  such  negligence  on  his 
part  as  precludes  his  avoidance  of  liability  on  this 
ground.  Therefore  the  Court  erred  in  submitting  these 
issues  to  the  jury,  and  thereafter  in  denying  plain- 
tiff's motion  for  a  judgment  notwithstanding  the  ver- 
dict. The  undisputed  evidence  establishes  that  the  judg- 
ment for  plaintiff  should  be  in  the  sum  of  $231,142.77. 

Further,  a  review  of  all  of  the  evidence  and  the 
inferences  therefrom  establishes  that  the  verdicts  for 
defendant  are  against  the  clear  weight  of  the  evidence 
and  result  in  a  serious  miscarriage  of  justice;  and  the 
Court  below,  having  reached  this  conclusion,  abused 
its  discretion  in  denying  plaintiff's  motion  for  a  new 
trial. 

Accordingly,  plaintiff  prays  that  the  judgment  be- 
low be  reversed  and  the  case  remanded  with  direc- 
tions to  set  aside  the  verdicts  and  judgment  for  de- 
fendant and  enter  a  judgment  for  plaintiff  in  the 
sum  of  $231,142.72. 

In  the  alternative,  if  the  foregoing  prayer  is  de- 
nied, plaintiff  prays  that  the  judgment  below  be  re- 
versed and  the  case  remanded  with  directions  to  set 
aside  the  verdicts  and  judgment  for  defendant  and 
grant  plaintiff  a  new  trial. 

Respectfully  submitted, 

Allan  Hart 

Lindsay,  Nahstoll,  Hart,  Dafoe 
&  Krause 
Attorneys  for  Plaintiff -Appellant 


Appendix  1 

APPENDIX  A 

UNDERTAKING 

For  and  in  consideration  of  any  loans,  advances, 
letters  of  credit,  trust  receipts,  drafts  and  other  credit 
facilities,  up  to  $300,039.78  (US  dollars)  that  have 
been  granted  and/or  may  be  granted  by  the  RIZAL 
COMMERCIAL  BANKING  CORPORATION  to  BIG 
CHROME  EXPLORATION  hereafter  known  as  the 
principal,  the  undersigned  agrees  to  pay  in  joint  and 
several  capacity  to  the  said  RIZAL  COMMERCIAL 
BANKING  CORPORATION,  its  successors,  or  as- 
signs upon  demand,  all  the  said  obligations  of  the 
principal  when  due. 

The  undersigned  expressly  waives  all  rights  to  pre- 
sentment for  and  notices  of  dishonor  and/or  protest, 
and  agrees  that  the  securities  of  every  kind,  that  are 
now  and  may  hereafter  be  left  with  the  RIZAL  COM- 
MERCIAL BANKING  CORPORATION,  its  succes- 
sors, indorsees  or  assigns  as  collateral  to  any  evidence 
of  debt  or  obligations  or  upon  which  a  lien  may  exist 
thereto,  may  be  withdrawn  or  surrendered  at  any 
time,  and  the  time  of  payment  thereof  extended,  with 
out  notice  to,  or  consent  by  the  undersigned  and  the 
liability  on  this  guaranty  shall  be  solidary,  direct  and 
immediate  and  not  contingent  upon  the  pursuit  by  the 
RIZAL  COMMERCIAL  BANKING  CORPORATION, 
its  successors,  indorsees  or  assigns,  or  whatever  reme- 
dies it  or  they  may  possess,  and  the  undersigned  will 
at  any  time  on  demand  when  said  obligations  are  due, 
pay  to  the  RIZAL  COMMERCIAL  BANKING  COR- 
PORATION the  above-mentioned  obligation  of  the 
principal. 
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The  herein  undersigned  shall  be  released  from  its 
liability  under  this  guaranty  only  after  the  principal 
or  said  undersigned  has  fully  satisfied  or  paid  its 
above-mentioned  obligations  with  the  RIZAL  COM- 
MERCIAL BANKING  CORPORATION. 

IN  WITNESS  WHEREOF,  the  undersigned  here- 
unto affixed  their  signature  at  the  Municipality  of 
Makati,  Province  of  Rizal  on  this day  of  Decem- 
ber,  1963. 

(Signatures  and  acknowledgement  omitted.) 
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APPENDIX  B 


Excerpts  From 
CIVIL  CODE  OF  THE  PHILIPPINES 

Book  IV. — Obligations  and  Contracts 
Title  I. — Obligations 

Chapter  3,  Section  4-. — Joint  and  Solidary  Obligations 

Art.  1207.  The  concurrence  of  two  or  more  creditors 
or  of  two  or  more  debtors  in  one  and  the  same  ob- 
ligation does  not  imply  that  each  one  of  the  former 
has  a  right  to  demand,  or  that  each  one  of  the  lat- 
ter is  bound  to  render,  entire  compliance  with  the 
prestation.  There  is  a  solidary  liability  only 
when  the  obligation  expressly  so  states,  or  when 
the  law  or  the  nature  of  the  obligation  requires 
solidarity. 

Art.  1208.  If  from  the  law,  or  the  nature  or  the  word- 
ing of  the  obligations  to  which  the  preceding  ar- 
ticle refers  the  contrary  does  not  appear,  the  cred- 
it or  debt  shall  be  presumed  to  be  divided  into  as 
many  equal  shares  as  there  are  creditors  or  debt- 
ors, the  credits  or  debts  being  considered  distinct 
from  one  another,  subject  to  the  Rules  of  Court 
governing  the  multiplicity  of  suits. 

Title  II. — Contracts 

Chapter  I,  General  Provisions 

Art.  1311.  Contracts  take  effect  only  between  the  par- 
ties, their  assigns  and  heirs,  except  in  case  where 
the  rights  and  obligations  arising  from  the  con- 
tract are  not  transmissible  by  their  nature,  or  by 
stipulation  or  by  provision  of  law.  The  heir  is  not 
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liable  beyond  the  value  of  the  property  he  received 
from  the  decedent. 

If  a  contract  should  contain  some  stipulation  in 
favor  of  a  third  person,  he  may  demand  its  ful- 
fillment provided  he  communicated  his  acceptance 
to  the  obligor  before  its  revocation.  A  mere  inci- 
dental benefit  or  interest  of  a  person  is  not  suffi- 
cient. The  contracting  parties  must  have  clearly 
and  deliberately  conferred  a  favor  upon  a  third 
person. 

Chapter  2,  Essential  Requisites  of  Contracts — 
General  Provisions 

Art.  1318.  There  is  no  contract  unless  the  following 
requisites  concur: 

(1)  Consent  of  the  contracting  parties; 

(2)  Object  certain  which  is  the  subject  matter  of 
the  contract; 

(3)  Cause  of  the  obligation  which  is  established. 

Chapter  2,  Essential  Requisites^  etc. — Section  1.  — 
CoTisent 

Art.  1319.  Consent  is  manifested  by  the  meeting  of 
the  offer  and  the  acceptance  upon  the  thing  and 
the  cause  which  are  to  constitute  the  contract.  The 
offer  must  be  certain  and  the  acceptance  absolute. 
A  qualified  acceptance  constitutes  a  counter-offer. 
Acceptance  made  by  letter  or  telegram  does 
not  bind  the  offerer  except  from  the  time  it  came 
to  his  knowledge.  The  contract,  in  such  a  case,  is 
presumed  to  have  been  entered  into  in  the  place 
where  the  offer  was  made. 

Art.  1330.  A  contract  where  consent  is  given  through 
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mistake,  violence,  intimidation,  undue  influence, 
or  fraud  is  voidable. 

Art.  1831.  In  order  that  mistake  may  invalidate  con- 
sent, it  should  refer  to  the  substance  of  the  thing 
which  is  the  object  of  the  contract,  or  to  those  con- 
ditions which  have  principally  moved  one  or  both 
parties  to  enter  into  the  contract. 

Mistake  as  to  the  identity  or  qualifications  of 
one  of  the  parties  will  vitiate  consent  only  when 
such  identity  or  qualifications  have  been  the  prin- 
cipal cause  of  the  contract. 

A  simple  mistake  of  account  shall  give  rise  to 
its  correction. 

Art.  1333.  There  is  no  mistake  if  the  party  alleging 
it  knew  the  doubt,  contingency  or  risk  affecting 
the  object  of  the  contract. 

Chapter  2,  Cont. — Section  3. — Cause  of  Contracts 

Art.  1350.  In  onerous  contracts  the  cause  is  under- 
stood to  be,  for  each  contracting  party,  the  pres- 
tation or  promise  of  a  thing  or  service  by  the 
other;  in  remuneratory  ones,  the  service  or  bene- 
fit which  is  remunerated ;  and  in  contracts  of  pure 
beneficence,  the  mere  liberality  of  the  benefactor. 

Art.  1351.  The  particular  motives  of  the  parties  in 
entering  into  a  contract  are  different  from  the 
cause  thereof. 

Art.  1354.  Although  the  cause  is  not  stated  in  the  con- 
tract, it  is  presumed  that  it  exists  and  is  lawful, 
unless  the  debtor  proves  the  contrary. 
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Title  XV. — Guaranty 

Chapter  1,  Nature  and  Extent  of  Guaranty 

Art.  2047.  By  guaranty  a  person,  called  the  guaran- 
tor, binds  himself  to  the  creditor  to  fulfill  the  ob- 
ligation of  the  principal  debtor  in  case  the  latter 
should  fail  to  do  so. 

If  a  person  binds  himself  solidarily  with  the 
principal  debtor,  the  provisions  of  Section  4,  Chap- 
ter 3,  Title  I  of  this  Book  shall  be  observed.  In 
such  case  the  contract  is  called  a  suretyship. 

Art.  2048.  A  guaranty  is  gratuitous,  unless  there  is 
a  stipulation  to  the  contrary. 

Art.  2065.  Should  there  be  several  guarantors  of  only 
one  debtor  and  for  the  same  debt,  the  obligation 
to  answer  for  the  same  is  divided  among  all.  The 
creditor  cannot  claim  from  the  guarantors  except 
the  shares  which  they  are  respectively  bound  to 
pay,  unless  solidarity  has  been  expressly  stipu- 
lated. 

The  benefit  of  division  against  the  co-guaran- 
tors ceases  in  the  same  cases  and  for  the  same  rea- 
sons as  the  benefit  of  excussion  against  the  prin- 
cipal debtor. 

Chapter  3,  Extinguishment  of  Guaranty 

Art.  2079.  An  extension  granted  to  the  debtor  by  the 
creditor  without  the  consent  of  the  guarantor  ex- 
tinguishes the  guaranty.  The  mere  failure  on  the 
part  of  the  creditor  to  demand  payment  after  the 
debt  has  become  due  does  not  of  itself  constitute 
any  extension  of  time  referred  to  herein. 
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APPENDIX  C 

THE  COURT'S  OPINION  AND  ORDER  DENYING 

PLAINTIFF'S  MOTIONS  FOR  JUDGMENT 

N.O.V.,  OR  FOR  NEW  TRIAL 

This  matter  is  before  me  on  plaintiff's  motion  to 
set  aside  the  general  and  the  special  verdicts  in  favor 
of  the  defendant  and  the  judgment  entered  thereon, 
and  to  here  enter  a  judgment  in  favor  of  the  plaintiff, 
notwithstanding  such  verdicts  or,  in  the  alternative, 
that  the  plaintiff  be  granted  a  new  trial. 

The  motions  present  serious  questions  of  Philip- 
pines law.  Unfortunately,  the  decisional  law  of  that 
Nation  was  not  available  until  the  eve  of  trial.  With- 
out fault  of  counsel,  some  of  the  legal  theories  were 
not  presented  until  after  the  trial  was  commenced. 

The  action  is  based  on  a  document,  designated  an 
undertaking,  in  favor  of  plaintiff  and  admittedly 
signed  by  the  defendant  and  another.  The  three 
principal  defenses  interposed  by  defendant  were: 
(1)  under  Philippines  law  there  was  no  consideration 
for  signing  the  agreement,  (2)  under  Philippines  law 
there  was  no  valid  cause  for  signing  the  agreement, 
and  (3)  defendant  signed  the  alleged  agreement  un- 
der a  mistake  going  to  the  substance  of  the  subject 
matter  of  the  contract. 

In  the  pre-trial  order,  the  defendant  advanced  the 
defense  that  plaintiff  granted  the  principal  in  the  in- 
strument an  extension  of  time  for  payment,  which 
extension,  as  a  matter  of  law,  voided  the  agreement. 
On  this  legal  issue,  I  ruled  against  the  defendant. 
Quite  candidly,  I  now  doubt  the  validity  of  that  ruling. 
In  any  event,  the  cause  was  submitted  to  the  jury  on 
the  issues  of  cause,  consideration  and  mistake.  The 
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jury  returned  a  general  verdict  in  favor  of  defendani 
and  a  special  verdict  finding  in  favor  of  the  defend- 
ant on  each  of  the  issues  submitted.  On  the  pending 
motion,  the  plaintiff  urges  that: 

(1)  Under  Philippines  law,  there  was  valid  cause 
for  defendant's  execution  of  the  undertaking; 

(2)  In  the  alternative,  and  if  and  to  the  exteni 
that  consideration  for  a  guaranty  is  required  undei 
Philippines  law,  there  was  also  consideration  for  th( 
undertaking;  and 

(3)  Under  Philippines  law,  the  signature  of  the 
defendant  was  not  placed  on  the  undertaking  as  a  re- 
sult of  a  mistake  going  to  the  substance  of  the  sub- 
ject matter,  in  that  if  the  defendant  did  not  then  know 
the  substance  of  the  undertaking,  his  ignorance  there- 
of was  due  solely  to  his  own  negligence. 

That  the  defendant  had  a  substantial  interest  ir 
the  profits  of  Big  Chrome,  the  principal  in  the  under- 
taking, there  is  no  doubt.  He  was  contractually  com- 
mitted to  work  for  that  company  for  ten  years  as  s 
field  manager.  He  knew  that  the  principal  needed 
$300,000.00  in  order  to  purchase  the  necessary  equip- 
ment, and  that  he  and  Fogelstrom  were  under  a  dutj; 
to  secure  this  financing  for  the  company.  Certainly, 
his  investment  of  $48,000.00  in  Big  Chrome  was  sub- 
stantial. A  part  of  this  was  to  be  used  to  obtain  fi- 
nancial backing.  Big  Chrome's  equipment  purchases 
included  a  substantial  sum  of  his  own  equipment, 
plus  other  equipment  which  he  purchased  for  the 
project.  Without  going  into  further  detail,  I  express 
the  opinion  that  there  was  valid  cause  for  defend- 
ant's execution  of  the  undertaking.  Although  cause  is 
unknown  to  the  Anglo-American  common  law,  it  is 
recognized  in  the  civil  law  of  Louisiana,  the  Canal 
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Zone,  Puerto  Rico  and  the  Philippines.  An  excellent 
article  on  the  subject  is  in  the  May,  1919,  issue  of  the 
^Yale  Law  Journal.  Moreover,  I  have  no  difficulty  in 
finding  that  there  was  a  valid  consideration  for  de- 
fendant's execution  of  that  instrument.  These  con- 
clusions, of  course,  are  bottomed  on  the  assumption  of 
an  otherwise  valid  undertaking. 

I  have  much  greater  difficulty  in  disposing  of  the 
issue  on  mistake. 

Defendant,  who  made  a  rather  impressive  witness, 
testified  that  he  first  learned  of  the  letter  of  credit 
which  had  been  issued  by  the  plaintiff  from  Mr.  Fo- 
gelstrom.  Prior  to  that  he  had  understood  that  the  fi- 
nancing was  probably  going  to  be  arranged  through 
the  Equitable  Bank.  At  no  time  did  he  agree  to  be- 
come a  guarantor  in  connection  with  the  letter  of 
credit,  nor  had  he  been  advised  of  any  conditions  that 
the  bank  might  impose  in  connection  with  the  issu- 
ance of  the  letter.  Defendant  concedes  that  his  signa- 
ture is  on  the  undertaking.  His  explanation  is  that 
on  the  day  in  question,  Mr.  Ang  and  Mr.  Fogelstrom 
contacted  him  in  Manila  and  said  that  they  should  go 
to  the  Rizal  Bank,  where  there  were  some  papers  that 
should  be  signed  in  order  to  allow  Big  Chrome  to  get 
certain  shipping  documents  for  a  customs  clearance 
and  a  tax  exemption.  In  answer  to  a  question  as  to 
his  understanding  as  to  why  his  signature  was  needed 
on  the  instrument,  he  stated:  "Not  being  in  the  ship- 
ping business,  or  not  knowing  anything  about  the  ex- 
port business,  I  didn't  know  of  any  reason  why  I 
should  sign  other  than  I  was  going  to  assemble  this 
machinery  ...  or  some  reason  to  get  these  shipping 
documents  to  be  taken  to  customs  ...  to  get  them 
cleared  through  customs."  On  this  belief,  he  said  he 
was  relying  on  the  statements  of  Ang  and  Fogel- 
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Strom.  An  officer  of  the  bank  produced  the  papers 
and  asked  defendant  and  Mr.  Fogelstrom  "to  look  at 
them  and  to  sign  them."  First  the  papers  were  signed 
by  Fogelstrom  and  then  defendant  signed.  Again 
quoting  from  defendant's  testimony:  ''I  glanced  at  the 
top  and  it  said,  'Undertaking,'  I  never  read  the  whole 
thing,  because  they  told  me  that  this  was  a  necessary 
thing  and  everybody  else  signed,  so  I  figured  if  they 
had  the  nei^e  to  do  it,  why,  I  also  did."  He  said  he 
did  not  read  the  instrument.  He  figured  that  the  pa- 
per was  connected  with  the  shipment  and  that  they 
needed  his  signature  in  order  to  release  the  documents 
to  Big  Chrome.  Fogelstrom  had  already  signed  and 
made  a  special  request  that  the  defendant  sign  the 
instrument.  Specifically,  defendant  testified  that  if 
he  had  known,  at  that  time,  that  the  document  was  a 
guarantee,  or  that  it  related  to  solidary  liability,  or 
joint  or  several  liability  with  Big  Chrome,  he  would 
not  have  signed. 

Defendant,  on  his  defense  of  mistake,  relies  on 
Articles  1318,  1330  and  1331  of  the  Civil  Code  of  the 
Philippines,  as  construed  in  Andrea  Dumasug  V.  Felix 
Modela,  34  Phil.  252,  and  in  Gillermo  Monserrat,  et 
al,  V.  M.  Ruiz  Highway  Transit,  Inc.,  et  al,  C.A.-C.R. 
No.  17416-R,  July  27,  1959,  and  similar  cases.  To  be 
kept  in  mind  is  that  defendant's  claim  of  mistake  is 
based  on  not  knowing  the  nature  or  kind  of  instru- 
ment he  was  signing,  rather  than  claiming  that  he 
misunderstood  the  language  of  the  instrument.  Sim- 
ply stated,  defendant  relies  on  the  rule  stated  in  Wil- 
liston  on  Contracts,  3d  Ed.,  Vol,  1,  Section  95 A,  as 
follows : 

".  .  .If  without  negligence  on  his  part,  a 
signer  attaches  his  signature  to  a  paper  assum- 
ing it  to  be  a  paper  of  a  different  character,  the 
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paper  is  void.  Such  a  mistake  as  to  the  character 
of  the  instrument  may  relate  to  its  existence  as 
a  contract  or  legally  operative  document  of  any 
kind,  or  to  whether  it  is  the  kind  of  contract  or 
legal  document  which  it  purports  or  is  repre- 
sented to  be.  .  .  ."  (Page  351.) 

Later  cases  recognizing  this  rule  are  Gardner  V.  Ru- 
bin, 149  Cal.  App.  2d  368,  308  P.2d  892  (1957),  Ha- 
gen  V.  Gallerano,  66  N.J.  Super.  319,  169  A.2d  186 
(1961),  Williams  V.  Robinson,  98  So.  2d  844  (La. 
1957).  I  express  the  belief  that  this  Rule  is  in  line 
with  the  provisions  of  the  Philippine  Code  just  men- 
tioned and  the  interpretation  thereof  by  the  Philip- 
pine Courts. 

The  cases  cited  by  plaintiff  are  to  be  distinguished 
from  those  supporting  the  rule  just  stated,  in  that: 
(1)  in  plaintiff's  cases  the  parties  seeking  relief  un- 
derstood and  appreciated  the  nature  of  the  document 
being  signed,  and  (2)  none  of  those  cases  involved 
the  construction  of  Article  1331  of  the  Civil  Code  of 
the  Philippines,  nor  do  they  mention  ''a  mistake  going 
to  the  substance  of  the  subject  matter." 

Although  defendant's  evidence  is  somewhat  vague 
and  his  line  of  defense  is  rather  thin,  I  find  that  the 
evidence  on  mistake  was  sufficiently  clear  to  submit 
to  the  jury  under  proper  instructions  and  hold  that  it 
was  so  submitted.  At  least,  no  exception  was  taken  to 
the  form  of  the  instruction  on  mistake.  Defendant 
was  forceful  in  his  testimony  that  he  did  not  know 
the  nature  or  the  kind  of  the  instrument  he  signed 
and  was  then  of  the  belief  that  it  was  some  document 
for  use  with  the  customs  officials  and  for  tax  pur- 
poses. The  jury  having  held  in  favor  of  defendant 
on  this  issue,  the  motion  for  a  directed  verdict  and  for 
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a  judgment  notwithstanding  the  verdicts  must  be 
denied. 

Plaintiff's  alternative  motion  for  a  new  trial  on 
the  ground  that  the  verdicts  in  this  case  were  against 
the  clear  weight  of  the  evidence  is  addressed  to  the 
sound  discretion  of  the  Court.  While  I  personally  feel 
that  the  weight  of  the  evidence  is  in  favor  of  plain- 
tiff's contentions,  I  likewise  feel  the  evidence  on  mis- 
take was  sufficient  to  go  to  the  jury.  I  do  not  feel 
that  anything  would  be  gained  by  granting  a  new 
trial.  The  Court  would  still  be  faced  v/ith  the  same 
legal  issues  as  were  raised  on  the  pending  motions 
and  in  the  former  trial.  Sooner  or  later,  these  prob- 
lems must  be  presented  to  the  Court  of  Appeals.  To 
grant  a  new  trial  would  only  postpone  the  ultimate 
conclusions  of  the  Court  of  Appeals. 

Accordingly,  the  motion  for  a  new  trial  is  denied. 

Defendant's  Motion  for  a  Directed  Verdict 

Defendant's  counsel  again  urge  their  contention 
that  plaintiff  granted  to  Big  Chrome  an  extension 
of  time  within  which  to  pay  the  indebtedness  and  that 
such  extension,  without  the  consent  of  the  defendant, 
extinguished  the  guarantee.  On  trial,  the  defendant 
introduced  evidence  in  support  of  this  contention  and, 
as  I  see  it,  there  is  no  question  but  that  an  extension 
of  time  was  actually  granted  and  that  the  defendant 
did  not  consent  to  such  extension  or  extensions. 

A  reappraisal  of  the  defendant's  position  in  the 
light  of  the  evidence  of  the  case,  forces  a  conclusion 
that  my  decision  of  January  10,  1968,  upholding 
plaintiff's  contention  is  on  rather  tenuous  ground.  On 
trial,  the  experts  on  Philippines  law  were  in  agree- 
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ment  that  even  though  the  guarantor's  liability  was 
solidarity,  direct  and  immediate,  that  liability  would 
be  extinguished,  if  time  for  payment  was  extended 
without  the  guarantor's  consent.  I  am  not  at  all  cer- 
tain that  the  language  of  the  undertaking  on  which 
I  previously  relied  to  a  large  extent'  applies  to  a  "re- 
lease," as  a  matter  of  law,  rather  than  a  voluntary 
"release."  It  is  now  forcibly  argued  that  a  voluntary 
release  is  to  be  distinguished  from  a  situation  where 
the  liability  is  extinguished  due  to  a  failure  to  obtain 
the  guarantor's  consent  to  an  extension  of  time,  and 
that  such  a  release  is  involuntary  and  occurs  by  op- 
eration of  law.  Moreover,  I  am  now  impressed  with 
the  argument  that  the  particular  provision  was  in- 
serted to  make  it  clear  that  the  right  of  division — 
that  is,  the  right  to  divide  the  amount  of  indebtedness 
among  the  guarantors — did  not  exist.  By  this  lan- 
guage, the  bank  was  making  it  clear  that  it  was  not 
obligated  to  give  a  release  until  the  principal,  or  the 
guarantor,  paid  the  indebtedness  in  full.  My  confi- 
dence in  my  previous  memorandum  is  considerably 
shaken  when  I  apply  Radio  Corp.  of  The  Philippines 
v.  Roa,  62  Phil.  211,  to  the  facts  as  produced  in  evi- 
dence. 

Certainly,  this  legal  issue  is  not  without  its  diffi- 
culties. If  it  was  the  only  issue  involved,  I  might  well 
reverse  my  hasty  decision  on  the  eve  of  the  trial  and 
accept  the  defendant's  views.  Here,  again,  I  shall  leave 
the  ultimate  decision  to  higher  authority  and  deny  de- 
fendant's pending  motion. 

1  "The  herein  undersigned  shall  be  released  from  its  li- 
ability under  this  guaranty  only  after  the  principal  or  said 
undersigned  has  fully  satisfied  or  paid  its  above-mentioned 
obligations  with  the  Rizal  Commercial  Banking  Corpora- 
tion." 
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Plaintiff's  and  defendant's  motions  should  be  de- 
nied. 

IT  IS  SO  ORDERED. 

DATED  this  14th  day  of  March,  1968. 

John  F.  Kilkenny 

District  Judge 
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APPELLEE'S  ANSWERING  BRIEF 


Appeal  from  the  United  States  District  Court 
for  the  District  of  Oregon 

Honorable  John  F.  Kilkenny,  Judge 


STATEMENT  OF  THE  ISSUES  PRESENTED 

This  is  an  appeal  from  a  judgment  for  defendant 
entered  upon  both  a  general  and  special  verdict  of 
the  jury  (R.  pp.  41,  42).  Plaintiff  concedes  that  the 
jury  was  instructed  correctly  on  the  applicable  law 
of  the  Philippines.  Thus,  the  Court's  only  inquiry 
as  to  the  validity  of  the  "Undertaking"  is  whether 
".  .  .  it  cannot  be  said  that  reasonable  men  could 


reach  differing  conclusions  on  the  issues".  [Commis- 
sioner V.  Duberstein,  363  U.S.  278,  290-1,  80  S.  Ct. 
1190,  4  L.  E.2d  1218,  quoted  in  Woody  v.  U.  S.,  368 
F.2d668,  671  (C.A.  9)]. 

May  this  Court  review  the  district  court's  alterna- 
tive order  under  Rule  50(b)  denying  plaintiff's  mo- 
tion for  a  new  trial  made  "on  the  ground  that  said 
verdicts  are  against  the  clear  weight  of  the  evidence 
and  will  result  in  a  serious  miscarriage  of  justice" 
(R.  p.  46)? 

STATEMENT  OF  THE  CASE 

Defendant  does  not  dispute  plaintiff's  statement 
of  the  case.  However,  it  is  significant  to  this  appeal 
that  plaintiff  took  no  exception  to  the  form  of  the 
special  verdict  (R.  p.  42),  or  to  the  trial  court's  in- 
structions as  to  the  law  of  the  Philippines  on  "cause," 
"consideration,"  and  "mistake"  (Tr.  pp.  329-332). 

STATEMENT  OF  THE  FACTS 

Defendant  does  not  quarrel  with  plaintiff's  state- 
ment of  the  facts,  so  far  as  it  goes.  However,  we  be- 
lieve it  is  necessary  to  set  out  other  significant  testi- 
mony of  defendant  which  negatives  plaintiff's  sug- 
gestion of  defendant's  "total  involvement"  in  the 
transaction  giving  rise  to  the  undertaking  (App.  Br. 
p.  3). 

With  reference  to  Paragraph  Second  of  the  Agree- 
ment of  June  7,  1963  which  stated  in  part  "That  the 
PARTIES  OF  THE   SECOND  PART  shall  secure 


credit  accommodations  from  a  local  bank  to  enable 
the  PARTY  OF  THE  FIRST  PART  to  open  a  Let- 
ter of  Credit  ..."  for  the  importation  of  the  mining 
equipment,  Putnam  was  asked  (Tr.  pp.  154-155) : 

"Q.  Now,  would  you  refer  to  the  second  para- 
graph, I  think  it  is,  on  Page  2,  where  it  refers 
to  the  securing  of  credit  accommodations?  I 
might  point  out,  Mr.  Putnam,  that  it  first  iden- 
tified you  and  Mr.  Fogelstrom  as  parties  of  the 
second  part,  and  it  says : 

That  the  parties  of  the  second  part  shall 

secure  credit  accommodations  from  a  local 

bank  to  enable  the  party  of  the  first  part  to 

open  a  Letter  of  Credit.' 

Did  you  have  anything  to  do  with  that? 

A.  The  only  thing  I  had  to  do  with  it  is  they 
asked  me  to  send  letters  of  recommendation  or 
letters  from  my  bank  introducing  me  to  the 
Equitable  Banking  Corporation  and  another 
bank,  the  United  Philippine  Bank,  I  believe — I 
don't  remember  whether  it  was  the  Republic 
Bank.  I  can't  remember  the  other  bank  that  it 
was  sent  to. 

Q.  Other  than  those  two  letters  did  you  have 
anything  to  do  with  the  letter  of  credit  in  any 
way? 

A.  Nothing. 

Q.  By  the  way,  when  did  you  first  hear  of 
the  Rizal  Bank? 

A.  It  was  in  August  or  September  sometime 
before  I  heard  of  it.  I  believe  in  August. 

Q.  All  right.  Now,  that  same  Exhibit  1,  in 
the  next  paragraph,  I  think  it  is,  refers  to  the 
requirement  that  you  and  Mr.  Fogelstrom  provide 


$60,000  as  a  marginal  deposit.  Did  you  do  that? 

A.  Yes. 

Q.  I  think  the  agreed  facts  show  that  the 
amount  was  actually  $96,000  that  you  sent. 

A.  Yes.  I  sent  $48,000  and  Mr.  Fogelstrom 
sent  $48,000. 

Q.  Of  that  amount  sixty-seven  thousand  plus 
dollars  was  used  for  the  deposit.  What  about  the 
balance  of  it?  Where  did  that  go? 

A.  The  balance  was  to  be  used  to  assemble 
machinery  on  the  property  and  move  it  to  the 
mining  site  and  assemble  it." 

Putnam  also  testified  that  he  had  never  heard  of 
the  plaintiff  bank  until  Fogelstrom  told  him  that 
a  letter  of  credit  had  been  established  in  Manila  and 
that  he  had  never  at  any  time  agreed  to  become  a 
guarantor  in  connection  with  the  letter  of  credit  (R. 
pp.  161-162) : 

"Q.  Now,  I  asked  you  earlier  about  when  you 
first  learned  about  the  plaintiff,  and  you  an- 
swered that.  From  whom  did  you  learn  about  the 
plaintiff  bank,  the  Rizal  Bank? 

A.  I  learned  about  the  Rizal  Bank  from  Mr. 
Fogelstrom.  He  told  me  that  a  letter  of  credit 
had  been  established  in  Manila  with  the  Rizal 
Bank. 

Q.  Had  you  had  anything  to  do  with  that  let- 
ter of  credit? 

A.  I  never  heard  of  it  before. 

Q.  Who  did  handle  that? 

A.  It  was  handled  by  Bernabe  Ang. 

Q.  Of  the  Philippine  Discal  office? 

A.  Yes. 

Q.  At  the  time  that  he  was  working  on  that 


did  you  know  where  that  was  being  arranged  or 
with  what  bank? 

A.  No.  I  understood  that  it  was  going  to  be 
wtih  the  Equitable  Bank,  because  on  several  oc- 
casions these  people  mentioned  a  fellow  by  the 
name  of  Peter.  I  never  did  learn  what  his  last 
name  was. 

Q.  Did  you  at  any  time  agree  to  become  a 
guarantor  in  connection  with  the  letter  of  credit? 

A.  No. 

Q.  Or  were  you  aware  of  any  conditions  that 
the  bank  imposed  in  connection  with  the  issuance 
of  the  letter  of  credit? 

A.  No." 

With  respect  to  the  events  in  the  morning  of  De- 
cember 13,  1963  when  Putnam  was  asked  by  Ang  and 
Fogelstrom  to  go  to  the  Rizal  Bank  to  sign  '\  .  .  some 
papers  out  there  that  would  have  to  be  signed  in  or- 
der to  allow  Big  Chrome  to  get  the  shipping  docu- 
ments so  they  can  get  their  Customs  clearance  and 
their  tax  exemption"  (Tr.  p.  163),  Putnam  was 
asked  as  to  his  understanding  as  to  why  his  signa- 
ture was  needed  (id.) : 

"A.  Not  being  in  the  shipping  business,  or 
not  knowing  anything  about  the  export  business, 
I  didn't  know  of  any  reason  why  I  should  sign 
other  than  if  I  was  going  to  assemble  this  ma- 
chinery and  be  a  tax  exemption  they  may  want 
me  to  sign. 

Q.  I  see.  In  connection  with  the  tax  exemp- 
tion? 

A.  Or  some  reason  to  get  these  shipping  doc- 
uments to  be  taken  to  the  Customs. 


Q.  To  get  them  cleared  through  Customs? 
A.  To  get  them  cleared  through  Customs." 

On  this  subject,  he  further  stated  (Tr.  p.  165) : 

"Q.  In  other  words,  it  related  to  getting  the 
documents  through  Customs  or  the  equipment 
through  Customs? 

A.  Yes.  I  had  heard  that  banks  there  don't 
turn  loose  papers  over  there  until  everything  is 
in  order,  and  I  figured  that  this  was — my  being 
implicated  in  the  shipment,  having  built  some  of 
this  machinery,  that  maybe  they  needed  my  sig- 
nature to  release  these  documents  to  Big  Chrome/' 

With  reference  to  signing  the  document,  Putnam 
testified  (id.) : 

''Q.  While  Mr.  Chiong  was  in  the  room  did 
he  make  any  explanation  to  you  as  to  what  the 
document  was? 

A.  No. 

Q.  Did  he  refer  to  a  guarantee  in  any  way? 

A.  No,  he  didn't. 

Q.  What  did  he  refer  to?  Did  he  describe 
solidary  liability  in  any  way? 

A.  No,  he  did  not. 

Q.  Do  you  recall  Mr.  Pineda  being  present? 

A.  No,  I  don't  remember  Mr.  Pineda  at  all. 

Q.  Did  anyone  else  from  the  bank  make  any 
explanation  to  you  as  to  what  the  document  was 
or  what  its  effect  was? 

A.  No.  They  asked  for  my  passport,  and  I 
didn't  have  my  passport,  but  I  had  my  passport 
number  in  my  head,  so  I  gave  them  the  number 
and  the  date  of  issue. 

Q.  May  I  ask  you  this,  Mr.  Putnam:  If  you 


had  known  at  that  time  that  this  document  was 
a  guarantee  or  that  it  related  to  the  solidary  lia- 
bility   or    joint    and    several    liability    for    Big 
Chrome,  would  you  have  signed  the  document? 
A.  No,  I  would  not." 

On  cross-examination,  Mr.  Putnam  testified  as 
follows  with  respect  to  Paragraph  Second  of  the 
Agreement  of  June  7,  1963  (Ex.  1)  (Tr.  pp.  205- 
207): 

"Q.  Mr.  Putnam,  will  you  please  describe  to 
the  jury  the  discussions  and  negotiations  between 
yourself  and  Mr.  Fogelstrom,  on  the  one  hand, 
and  Big  Chrome  on  the  other  hand,  that  resulted 
in  this  provision  in  the  agreement? 

A.  I  never  entered  into  any  of  these  discus- 
sions with  Big  Chrome  myself.  This  was  all 
brought  to  me  after  Fogelstrom  had  done  the  ne- 
gotiations with  Big  Chrome. 

Q.  Did  you  make  any  inquiries  before  signing 
this  contract  as  to  why  you  personally  should  be 
obligated  to  get  a  $300,000  credit  for  Big  Chrome? 

A.  This  was  discussed  with  me  almost  every 
evening,  at  least,  regarding  what  they  were  ac- 
complishing, and  the  methods  that  they  may  go 
about — different  things  within  this  contract  be- 
fore it  was  signed.  This  second  portion,  securing 
credit  accommodations,  the  Discal  office  in  Man- 
ila was  working  on  that  for  the  Big  Chrome  peo- 
ple. It  so  happened  that  they  were  working  with 
two  other  banks  besides  this  Rizal  Bank.  I  had 
never  heard  about  this  Rizal  Bank  before,  until 
after  a  letter  of  credit  was  opened.  I  was  here 
in  the  United  States. 

Now,  this  portion — I  fulfilled  my  part,  the 
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part  that  they  asked  me  to  do,  by  having  my 
Branch  Manager  here,  the  bank  that  I  do  business 
now  with,  the  Branch  Manager  sent  letters  of 
recommendation  to  two  banks  that  they  asked 
me  to  send  this  information  to.  I  supposed  that 
they  were  working  with  these  two  banks. 

Q.  Yes.  But  my  question  to  you,  Mr.  Putnam, 
was  as  to  the  discussion  and  negotiations  before 
you  signed  this  contract.  Did  you  interpose  any 
objection  to  being  obligated  to  get  a  $300,000 
bank  credit  for  Big  Chrome? 

A.  No.  The  Discal  office  in  Manila  was  han- 
dling that.  I  felt  certain  that  they  were  going  to 
do  it,  although  at  this  stage  there  were  many 
opportunities  available  to  finance  this  thing." 

With  respect  to  events  on  December  13,  1963 
when  the  undertaking  was  signed,  Putnam  testified 
on  cross-examination  (Tr.  p.  213) : 

"Q.  On  December  13th,  the  day  that  you 
signed  the  undertaking,  isn't  it  a  fact  that  you 
were  told  before  you  went  to  the  bank — you  were 
told  at  the  Manila  Hotel  by  Mr.  Fogelstrom  that 
you  had  to  sign  a  guarantee? 
A.  No." 

On  the  subject  of  his  understanding,  Putnam  fur- 
ther stated  on  cross-examination  (Tr.  pp.  216-218) : 
*'Q.  You  testified  yesterday  that  you  under- 
stood you  were  only  signing  papers  that  were 
necessary  for  Customs  or  tax  purposes.  Were  you 
an  officer  of  Big  Chrome? 
A.  No. 

Q.  Did  anyone  tell  you  why  your  signature 
was  required  on  Customs  documents  or  tax  doc- 


uments  on  behalf  of  Big  Chrome? 

A.  No. 

MR.  HART:  Will  you  hand  the  witness, 
please,  Exhibit  10? 

Q.  You  testified  yesterday  that  that  document 
was  put  in  your  hands  there  in  the  office  and 
that  you  saw  the  word  ''Undertaking"  at  the 
top  of  it.  Is  that  correct? 

A.  Yes. 

Q.  Did  you  think  that  that  looked  like  a  Cus- 
toms document  or  a  tax  document? 

A.  There  is  many  words  in  here  that  would 
lead  you  to  believe  that  this  was  a  document  to 
sign  to  receive  the  papers  regarding  the  loan,  the 
advances,  letters  of  credit,  trust  receipts  and  the 
drafts,  and  this  would  lead  me  to  believe — " 

"Q.  Did  Mr.  Chiong  ask  you  to  read  it?  Didn't 
you  testify  yesterday  that  Mr.  Chiong  asked  you 
to  read  it? 

A.  No,  he  didn't. 

Q.  I  think  you  said  that  Mr.  Fogelstrom  as- 
sured you  that  it  was  all  right  and  therefore  you 
didn't  read  it;  is  that  correct? 

A.  That  is  right." 

SUMMARY  OF  ARGUMENT 

There  is  substantial  evidence  in  this  record  from 
which  the  jury  could  have  found  in  answer  to  the  spe- 
cial interrogatories  (R.  p.  42) : 

1.  That  the  undertaking  was  not  supported  by 
''cause,"  as  defined  in  the  trial  court's  instruc- 
tions; 
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2.  That  the  undertaking  was  not  supported 
by  "a  consideration,"  as  defined  in  the  trial 
court's  instructions; 

3.  That  in  connection  with  execution,  defend- 
ant made  a  mistake  sufficient  to  avoid  the  under- 
taking, under  the  law  stated  in  the  trial  court's 
instructions. 

Therefore,  the  judgment  appealed  from  should  be 
affirmed. 

The  trial  court's  denial  of  plaintiff's  motion  for  a 
new  trial  on  the  ground  that  the  general  and  special 
verdicts  were  '^  .  .  against  the  clear  weight  of  the 
evidence  and  will  result  in  a  serious  miscarriage  of 
justice"  (R.  p.  46),  is  not  reviewable  by  this  Court. 
Even  if  reviewable,  plaintiff  cannot  show  a  gross 
abuse  of  discretion  by  the  trial  court. 

ARGUMENT 

I 

The  Tria!  Court  Did  Not  Err  in  Denying  Plaintiff's  Motion 

for  a  Directed  Verdict,  or  in  Denying  Plantiff's 

Subsequent  Motion  for  Judgment  N.O.V. 

A.  The  jury  could  find  on  this  record  that 
defendant's  execution  of  the  undertai<ing 
was  not  supported  by  "cause,"  or  by 
"consideration/'  as  defined  in  the 
trial  court's  instructions. 

1.  The  Trial  Courfs  Instructions 

As  pointed  out  above,  the  jury  gave  negative  an- 
swers to  interrogatories  1  and  2  to  the  effect  that 
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the  defendant's  execution  of  the  instrument  desig- 
nated as  an  undertaking  was  not  supported  by 
"cause,"  or  ''consideration,"  "as  I  have  defined  that 
word  to  you."  (R.  p.  42) 

No  objection  was  taken  by  plaintiff  to  the  trial 
court's  definition  of  "cause"  or  "consideration"  un- 
der Philippine  law  (Tr.  pp.  329-330) : 

"Now,  the  first  issue  of  fact  to  be  decided 
by  you  is  whether  there  was  a  valid  cause  or 
consideration  for  the  defendant's  execution  of  the 
undertaking.  Under  Philippine  law  either  cause 
or  consideration  for  a  promise  is  sufficient  to 
constitute  a  binding  agreement.  Any  reason  of 
substance  which  may  induce  the  execution  of  an 
agreement  can  be  the  cause  of  the  agreement. 
Thus,  any  promise  or  performance  of  a  thing  or 
service  by  the  other  contracting  party  can  be  a 
sufficient  cause  to  make  the  obligation  binding. 
A  consideration  sufficient  to  support  an  agree- 
ment consists  of  the  accrual  to  one  party  of  some 
right,  interest,  profit,  or  benefit,  or,  on  the  other 
hand,  some  forbearance,  detriment,  loss  or  re- 
sponsibility, given,  suffered  or  undertaken  by 
the  other  party." 

In  this  case,  on  August  7,  1963  the  plaintiff  of- 
fered to  issue  the  Letter  of  Credit  to  Big  Chrome 
Exploration  Co.,  Inc.  on  the  condition,  among  others, 
that  it  be  subject  to  the  joint  and  several  signatures 
of  Ang  Lam,  Bernabe  Ang,  Wayne  Fogelstrom  and 
defendant  (Ex.  5).  However,  the  jury  could  find 
from  defendant's  testimony  that  at  no  time  was  he 
aware  of  this  condition,  and  that  he  never  agreed  to 
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this  condition  (Tr.  p.  162).  While  plaintiff  did  se- 
cure the  signatures  of  Ang  Lam  and  Bernabe  Ang 
to  an  Undertaking  on  August  8,  1963,  the  date  of 
the  issuance  of  the  Letter  of  Credit,  it  was  content 
to  proceed  without  obtaining  any  similar  guarantee 
from  Fogelstrom  or  defendant.  Thus,  plaintiff  waived 
and  relinquished  any  right  it  had  to  insist  upon  the 
joint  and  several  guaranty  of  defendant  as  a  condi- 
tion of  the  issuance  of  the  Letter  of  Credit.  It  fol- 
lows that  the  prior  issuance  of  the  Letter  of  Credit 
could  not  furnish  a  sufficient  ''cause"  or  'considera- 
tion" for  defendant's  execution  of  the  Undertaking 
some  four  months  later.  At  least,  the  jury  could  have 
so  found  under  the  foregoing  instructions  of  the  court. 

On  this  point,  plaintiff  argues  that  by  reason  of 
the  Agreement  of  June  7,  1963  (Ex.  1),  the  defend- 
ant "...  must  have  known  in  signing  it  that  Big 
Chrome  was  unable  to  obtain  its  own  financing,  and 
that  some  bank  had  agreed  to  issue  the  proposed  let- 
ter of  credit  only  if  he  and  Fogelstrom  (instead  of 
Big  Chrome)  were  responsible  for  obtaining  it.  From 
this  it  was  surely  clear  to  Putnam  that  the  letter  of 
credit  was  to  be  issued  in  reliance  on  Fogelstrom's 
and  his  financial  responsibility;  there  could  have  been 
no  other  reason  for  requiring  two  foreigners  to  ob- 
tain a  letter  of  credit  for  a  local  company."  (App. 
Br.  pp.  48-49). 

The  short  answer  is  that  the  jury  rejected  this 
type  of  argument.  Presumably,  the  jury  accepted  de- 
fendant's testimony  that  at  no  time  in  1963  was  he 
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aware  of  any  commitment  or  condition  requiring  him 
to  guaranty  Big  Chrome's  obligation.  Furthermore, 
in  considering  the  language  employed  in  the  Agree- 
ment of  June  7,  1968,  the  jury  could  have  reasonably 
concluded  that  when  the  parties  wished  to  assume  a 
monetary  obligation,  they  spelled  out  the  exact  extent 
of  such  a  commitment,  as  in  paragraph  THIRD 
where  Fogelstrom  and  Putnam  agreed  to  ".  .  .  pay 
on  their  own  account  the  amount  of  U.  S.  $60,000.00 
as  marginal  deposit  for  said  letter  of  credit."  The  ob- 
ligation of  Fogelstrom  and  Putnam  to  ''secure  credit 
accommodations  from  a  local  bank"  to  enable  Big 
Chrome  to  open  a  letter  of  credit  is  obviously  vague 
and  imprecise.  Putnam  testified  that  he  fulfilled  his 
obligation  in  this  respect  by  sending  letters  of  intro- 
duction from  his  own  bank  to  certain  Philippine 
banks  and  that  the  Discal  office  in  Manila  was  han- 
dling the  issuance  of  the  letter  of  credit  (Tr.  p.  154, 
206). 

On  December  13,  1963  when  Putnam  signed  the 
Undertaking  he  certainly  did  know  that  the  bank  had 
previously  issued  its  letter  of  credit  to  Big  Chrome. 
Plaintiff  argues,  therefore,  that  Putnam  "presum- 
ably understood"  that  he  could  not  refuse  to  execute 
a  guaranty  of  the  letter  of  credit  (App.  Br.  p.  49). 
However,  the  jury  was  not  required  to  draw  plain- 
tiff's proposed  inference.  The  jury  could  believe  Put- 
nam's testimony  that  he  knew  nothing  about  any 
claimed  obligation  to  execute  a  guaranty  for  Big 
Chrome.  Thus,  the  jury  could  reasonably  infer  that 
Putnam  had  no  reason  of  substance  to  execute  the 
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guaranty  and  that  no  right,  interest,  profit,  or  bene- 
fit accrued  to  him  thereby. 

Plaintiff  also  argues  that  Putnam's  substantial 
participation  in  the  Big  Chrome  venture  provided 
him  with  ample  cause  for  executing  the  Undertaking. 
In  this  respect,  plaintiff's  argument  was  adopted  by 
the  trial  court  in  its  order  on  plaintiff's  Motion  for 
Judgment  n.o.v.  (R.  pp.  82-83). 

Furthermore,  plaintiff  argues  that  under  Put- 
nam's own  version  of  the  transaction  on  December 
13,  1963,  cause  or  consideration  was  established  since 
he  signed  the  paper  to  allow  Big  Chrome  to  get  the 
shipping  documents  so  they  could  obtain  their  Cus- 
toms clearance  and  their  tax  exemption  (App.  Br. 
p.  52). 

Putnam's  participation  in  the  venture  which  mo- 
tivated his  willingness  to  sign  a  paper  so  that  Big 
Chrome  could  procure  the  shipping  documents  could 
not  legally  amount  to  "cause"  or  ''consideration." 

Plaintiff's  argument  confuses  the  personal  motive 
which  Putnam  may  have  had  with  "cause"  or  "con- 
sideration" for  the  execution  of  the  Undertaking. 

Under  the  Philippine  law  the  motives  of  a  party 
do  not  affect  the  validity  of  the  contract  and  the  pres- 
ence of  a  motive  can  not  cure  the  defect  of  absence  of 
cause  or  consideration  in  a  contract.  Article  1351  of 
the  Civil  Code  declares  (App.  Br.  Appendix  p.  5) : 

"The  particular  motives  of  the  parties  in  en- 
tering into  a  contract  are  different  from  the 
cause  thereof." 
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Thus,  the  "consideration"  or  "cause"  for  Put- 
nam^s  execution  of  the  Undertaking  was  not  his  per- 
sonal motive  or  desire  to  help  Big  Chrome  obtain  pos- 
session of  the  shipping  documents.  This  mistaken  mo- 
tive was  totally  different  than  the  ordinary  benefit, 
"cause"  or  "consideration"  moving  to  Big  Chrome 
through  the  plaintiff's  issuance  of  the  letter  of  credit 
because  of  Putnam's  execution  of  the  Undertaking. 
However,  as  noted  above,  the  issuance  of  the  letter  of 
credit  in  August,  1963  could  not  supply  the  cause  or 
consideration  for  defendant's  execution  of  the  Under- 
taking over  four  months  later. 

The  cited  case  of  Bank  of  the  Philippines  V.  Foers- 
ter,  Administrator,  49  Phil.  843  (App.  Br.  p.  53)  is 
not  applicable  here  for  the  following  reasons:  (a)  Put- 
nam was  not  an  officer  of  Big  Chrome;  (b)  at  the 
time  of  the  signing  of  the  Undertaking  he  was  not 
familiar  with  the  financial  affairs  of  Big  Chrome; 
(c)  he  was  not  aware  of,  or  a  party  to,  the  arrange- 
ments that  had  been  made  in  connection  with  the  is- 
suance of  the  letter  of  August  8,  1963;  (d)  he  had 
not  agreed  to  act  as  a  guarantor  for  Big  Chrome,  and 
(e)  by  providing  half  of  the  funds  that  were  used  in 
making  the  marginal  or  time  deposit,  he  had  fulfilled 
the  only  monetary  commitment  he  had  made  with  re- 
spect to  obtaining  the  credit. 

Plaintiff  also  argues  that  a  guaranty  can  be  con- 
strued to  cover  a  loan  granted  prior  to  the  execution 
of  the  guaranty.  However,  in  the  Foerster  case  this 
result  was  reached  only  because  the  guarantor  was  so 
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intimately  involved  with  arrangements  for  the  loan 
that  it  clearly  could  be  said  that  all  of  the  parties  in- 
tended that  the  guaranty  should  cover  the  prior  ad- 
vances. In  fact,  while  the  corporation  had  drawn 
against  the  credit  earlier,  the  written  agreement  cov- 
ering the  loan  was  executed  simultaneously  with  the 
bond  or  guaranty.  Thus  Foerster  is  distinguishable 
from  the  case  at  bar  where,  in  view  of  the  jury's  find- 
ing, it  cannot  be  said  that  Putnam  intended  to  guar- 
antee the  previously  issued  Letter  of  Credit.  In  other 
words,  the  circumstances  surrounding  the  signing  of 
this  Undertaking  would  not  support  a  presumption 
that  there  was  a  cause  or  consideration,  and  would 
not  justify  making  the  instrument  operate  retrospec- 
tively. 

Plaintiff  also  contends  that  the  release  of  the  ship- 
ping documents  pursuant  to  the  execution  of  a  trust 
receipt  supplied  the  necessary  "cause"  or  "considera- 
tion." The  answer  to  this  is  that  the  plaintiff  stipu- 
lated that  the  security  for  this  transaction  was  to  be 
a  chattel  mortgage  (Pretrial  Order,  R.  p.  12).  Also, 
plaintiff's  executive  committee  determined  that  there 
was  to  be  no  advance  to  Big  Chrome  in  the  form  of  a 
trust  receipt  (Ex.  2).  The  evidence  here  showed  that 
there  was  no  necessity  to  delay  the  execution  of  the 
chattel  mortgage,  and  that  it  could  have  been  executed 
simultaneously  with  the  release  of  the  documents. 
However,  even  if  this  could  not  have  happened,  the 
bank  was  aware  of  this  fact  when  it  conditioned  the 
issuance  of  the  Letter  of  Credit  upon  the  execution 
of  the  chattel  mortgage,  so  that  if  Big  Chrome  needed 
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the  shipping  documents  in  order  to  place  itself  in 
position  to  execute  the  mortgage,  the  plaintiff  was 
obligated  to  release  the  documents  so  that  this  could 
be  accomplished.  Therefore,  plaintiff  acted  wrong- 
fully in  conditioning  the  release  of  the  documents 
upon  the  execution  of  the  trust  receipt,  and  the  trans- 
action could  not  furnish  "cause"  or  "consideration" 
for  the  Undertaking. 

To  summarize,  the  execution  of  the  Undertaking 
on  December  13,  1963  benefited  only  the  plaintiff, 
since  its  effect  was  merely  to  constitute  defendant 
the  bank's  insurer.  At  this  point,  defendant  and  Big 
Chrome  had  nothing  further  to  gain  by  extending  a 
guaranty.  The  bank  was  already  unconditionally 
bound  to  make  the  payments  on  the  letter  of  credit, 
and,  as  mentioned  above,  had  no  right  to  withhold 
the  release  of  the  goods.  Therefore,  "consideration" 
or  "cause"  for  defendant's  execution  of  the  Under- 
taking could  not  be  supplied  by  release  of  the  ship- 
ping documents,  nor  by  the  subsequent  execution  of 
the  trust  receipt. 

B.  The  jury  could  find  on  this  record  that  in 
executing  the  Undertaking  defendant  made 
a  mistai<e  sufficient  to  avoid  the  undertaking 
under  the  legal  standard  stated  in  the 
court's  instructions. 

1.    The  Issue  of  Defendanfs  Negligence  or 
Fault  is  not  Properly  Before  this  Court. 

At  the  outset,  the  Court  will  note  that  the  gist  of 
plaintiff's  argument  on  the  mistake  issue  is  that  "... 
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Putnam's  deliberate  election  not  to  read  the  Under- 
taking before  signing  it  constituted  negligence  as  a 
matter  of  law,  so  that  he  cannot  avoid  liability  under 
the  Undertaking  on  the  ground  of  mistake."  (App. 
Br.  pp.  57,  66). 

However,  the  issue  of  defendant's  negligence  was 
not  raised  in  plaintiff's  contentions  in  the  pretrial 
order,  or  in  the  issues  of  fact  (R.  pp.  14-22,  27-28). 
In  moving  for  a  directed  verdict  at  the  close  of  the 
evidence,  the  only  contention  of  plaintiff's  counsel  on 
the  issue  of  mistake  was  ''.  .  .  that  a  witness  who 
elects  to  sign  without  reading  thereby  takes  the  bur- 
den of  the  obligation  .  .  ."  (Tr.  p.  306).  Plaintiff's 
Motion  for  Judgment  n.o.v.  first  alleged  defendant's 
negligence  (R.  p.  45) : 

'^3.  Under  Philippines  law,  the  signature  of 
the  defendant  was  not  placed  on  the  Undertaking 
as  a  result  of  a  mistake  going  to  the  substance 
of  the  subject  matter,  in  that  if  the  defendant  did 
not  then  know  the  substance  of  the  Undertaking, 
his  ignorance  thereof  was  solely  due  to  his  own 
negligence;" 

Rule  50(a)  of  the  Federal  Rules  of  Civil  Pro- 
cedure expressly  provides  that  a  motion  for  a  directed 
verdict  ''shall  state  the  specific  grounds  therefor." 
Rule  50(b)  states  that  not  later  ".  .  .  than  10  days 
after  entry  of  judgment,  a  party  who  has  moved  for 
a  directed  verdict  may  move  to  have  the  verdict  and 
any  judgment  entered  thereon  set  aside  and  to  have 
judgment  entered  in  accordance  with  his  motion  for  a 
directed  verdict." 
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In  construing  this  rule,  several  federal  appellate 
courts  have  followed  the  rule  that  grounds  not  as- 
serted in  the  motion  for  a  directed  verdict  can  not  be 
included  in  the  later  post- judgment  motion  (Glazer 
V.  Glazer,  374  F.2d  390,  400  (C.A.  5)  cert.  den.  389 
U.S.  831,  88  S.  Ct.  100,  19  L.  Ed.  2d  90;  Ralston 
Purina  Company  v.  Parsons  Feed  &  Farm  Supply, 
364  F.2d  57,  59-60  (C.A.  8) ;  cf.  U.S.  v.  Fenix  & 
Scisson,  Inc.,  360  F.2d  260,  265  (C.A.  10);  and  see 
2B  Barron  &  Holtzoff,  Federal  Practice  &  Procedure, 
411,  §  1079).  This  construction  is  impelled  by  the 
language  of  Rule  50(b)  that  any  judgment  n.o.v.  is 
to  be  entered  "in  accordance  with  his  motion  for  a  di- 
rected verdict." 

Accordingly,  this  Court's  review  of  the  sufficiency 
of  the  evidence  to  support  the  jury's  finding  of  "mis- 
take" should  be  limited  to  plaintiff's  contention  on  the 
motion  for  a  directed  verdict  that  one  who  signs  with- 
out reading  an  instrument  takes  the  burden  of  the 
obligation. 

2.  The  Trial  Courfs  Instructions, 

As  heretofore  pointed  out,  the  jury  gave  an  af- 
firmative answer  to  interrogatory  No.  3  to  the  effect 
that  in  signing  the  instrument  a  mistake  was  made 
by  the  defendant  sufficient  to  avoid  the  understand- 
ing under  ".  .  .  the  law  as  I  have  stated  it  to  you" 
(R.  p.  42). 

No  objection  was  taken  by  plaintiff  to  the  trial 
court's  definition  of  "mistake,"  an  explanation  which 
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quoted  the  requirements  of  Article  1331  of  the  Civil 
Code  of  the  Philippines  (Tr.  pp.  329-330) : 

"Under  Philippine  law,  a  contract  where  con- 
sent is  given  through  mistake,  is  voidable.  In  or- 
der that  mistake  may  invalidate  consent,  it  should 
refer  to  the  substance  of  the  thing  which  is  the 
object  of  the  contract,  or  to  those  conditions  which 
have  principally  moved  one  or  both  parties  to  en- 
ter into  the  contract.  There  would  be  no  mistake 
if  the  defendant  knew  the  doubt,  contingency  or 
risk  affecting  the  object  of  the  contract.  Conse- 
quently, in  this  case,  the  defendant  cannot  claim 
a  consent  by  mistake  if  he  knew  the  contingency 
of  the  risk  affecting  the  object  of  the  guaranty, 
which  is  Plaintiff's  Exhibit  10.  On  the  other 
hand,  if  you  find  from  a  preponderance  of  the 
evidence  in  the  case  that  the  defendant,  through 
no  negligence  or  fault  of  his  own,  did  not  know 
or  appreciate  that  the  undertaking  required  him 
to  be  a  guarantor  or  surety  for  Big  Chrome,  and 
that  the  defendant  did  not  intend  to  take  on  this 
responsibility,  but  only  believed  that  he  was  sign- 
ing papers  which  would  permit  Big  Chrome  to 
obtain  a  Customs  clearance  and  tax  exemption 
for  the  mining  machinery  and  equipment,  and 
that  he  acted  as  an  ordinary,  prudent  person  un- 
der the  then  existing  circumstances  and  condi- 
tions, then  your  verdict  must  be  against  the 
plaintiff  and  in  favor  of  the  defendant.  The  bur- 
den of  proof  is  on  the  defendant  on  this  issue." 

In  the  case  at  bar,  the  jury  could  have  reason- 
ably found  the  following  facts  from  which  to  draw 
an  inference  that  defendant's  mistake  referred  "... 
to  the  substance  of  the  thing  which  is  the  object  of 
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the  contract,  or  to  those  conditions  which  have  prin- 
cipally moved  [defendant]  to  enter  into  the  contract" : 

A  substantial  portion  of  the  machinery  and 
equipment  which  Discal  sold  to  Big  Chrome  had  in 
turn  been  sold  by  Putnam  to  Discal.  Some  of  the 
equipment  had  been  fabricated  by  Putnam  and  he  had 
worked  in  the  preparation  and  assembly  of  most  of 
the  equipment.  Therefore,  when  he  was  requested  to 
go  to  the  Bank  on  December  13,  1963  to  sign  some 
papers,  he  reasonably  assumed  that  this  was  neces- 
sary because  of  his  prior  relationship  with  the  goods. 
Moreover,  when  he  arrived  at  the  Bank,  he  reason- 
ably understood  that  the  papers  had  to  be  signed  to 
permit  Big  Chrome  to  obtain  the  necessary  Customs 
clearance  and  tax  exception  for  the  goods.  No  one 
told  him  that  the  document  being  signed  was  a  guar- 
anty or  undertaking,  or  that  he  might  thereby  be- 
come bound  as  a  guarantor  or  surety,  and,  as  a  mat- 
ter of  fact,  he  did  not  learn  the  nature  of  the  docu- 
ment until  March,  1964.  He  did  not  read  the  docu- 
ment, but  this  was  excusable  in  view  of  the  confidence 
which  he  placed  in  Wayne  Fogelstrom.  Fogelstrom  was 
a  vice  president  of  Discal,  a  business  concern  with 
offices  in  California  and  in  the  Philippines,  and  was 
experienced  in  matters  pertaining  to  the  importation 
of  goods.  By  contrast,  this  was  the  defendant's  first 
experience  with  such  a  transaction. 

Furthermore,  and  most  important,  the  jury  could 
have  found  from  defendant's  testimony  that  he  was 
not  aware  that  he  was  being  asked  to  sign  a  guar- 
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anty  or  contract  of  suretyship,  but  that  he  believed 
he  was  signing  something  in  the  nature  of  a  receipt 
or  release  of  lien  as  seller  of  the  machinery,  and  that 
he  would  not  have  signed  the  Undertaking  had  he 
known  that  it  purportedly  made  him  a  guarantor  or 
surety  for  Big  Chrome. 

It  is  not  necessary  to  discuss  the  Philippine  cases 
relating  to  Article  1331  of  the  Civil  Code  or  to  debate 
the  applicability  of  the  Philippine  cases  cited  by 
plaintiff  (App.  Br.  pp.  60-63),  let  alone  the  Ameri- 
can cases  not  involving  statutory  provisions  similar  to 
Article  1331  (App.  Br.  pp.  63-66).  On  this  point,  we 
quote  the  district  court's  denial  of  plaintiff's  motion 
for  judgment  n.o.v.  (R.  pp.  84-85) : 

' 'Defendant,  on  his  defense  of  mistake,  relies 
on  Articles  1318,  1330  an  1331  of  the  Civil  Code 
of  the  Philippines,  as  construed  in  Andrea  Dum- 
asug  V.  Felix  Modela,  34  Phil.  252,  and  in  Guil- 
lermo  Monserrat,  et  al,  V.  M.  Ruiz  Highway  Tran- 
sit, Inc.,  et  al,  C.A.-G.R.  No.  17416-R,  July  27, 
1959,  and  similar  cases.  To  be  kept  in  mind  is 
that  defendant's  claim  of  mistake  is  based  on  not 
knowing  the  nature  or  kind  of  instrument  he  was 
signing,  rather  than  claiming  that  he  misunder- 
stood the  language  of  the  instrument.  Simply 
stated,  defendant  relies  on  the  rule  stated  in  Wil- 
liston  on  Contracts,  3d  Ed.,  Vol.  1,  Section  95 A, 
as  follows : 

*.  .  .If  without  negligence  on  his  part,  a 
signer  attaches  his  signature  to  a  paper  as- 
suming it  to  be  a  paper  of  a  different  char- 
acter, the  paper  is  void.  Such  a  mistake  as 
to  the  character  of  the  instrument  may  re- 
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late  to  its  existence  as  a  contract  or  legally 
operative  document  of  any  kind,  or  to  wheth- 
er it  is  the  kind  of  contract  or  legal  docu- 
ment which  it  purports  or  is  represented  to 
be '  (Page  351.) 

Later  cases  recognizing  this  rule  are  Gardner  v. 
Rubin,  149  Cal.  App.  2d  368,  308  P.2d  892 
(1957),  Hagen  v.  Gallerano,  66  N.J.  Super.  319, 
169  A.2d  186  (1961),  Williams  V.  Robinson,  98 
So.  2d  844  (La.  1957).  I  express  the  belief  that 
this  Rule  is  in  line  with  the  provisions  of  the 
Philippine  Code  just  mentioned  and  the  interpre- 
tation thereof  by  the  Philippine  Courts. 

The  cases  cited  by  plaintiff  are  to  be  distin- 
guished from  those  supporting  the  rule  just 
stated,  in  that:  (1)  in  plaintiff's  cases  the  par- 
ties seeking  relief  understood  and  appreciated 
the  nature  of  the  document  being  signed,  and 
(2)  none  of  those  cases  involved  the  construc- 
tion of  Article  1331  of  the  Civil  Code  of  the  Phil- 
ippines, nor  do  they  mention  'a  mistake  going  to 
the  substance  of  the  subject  matter.'  " 

Finally,  plaintiff  refers  to  Article  1333  of  the 
Civil  Code  which  negatives  mistake  if  defendant  "... 
knew  the  doubt,  contingency  or  risk  affecting  the  ob- 
ject of  the  contract."  Plaintiff  suggests  that  the  doubt 
or  risk  was  whether  the  bank  would  release  the  ship- 
ping documents  to  Big  Chrome,  and  defendant  knew 
this;  ergo.  Article  1333  bars  the  claim  of  mistake. 

In  this  respect,  the  trial  court  charged  the  jury 
(Tr.  pp.  341-342) : 

"There  would  be  no  mistake  if  the  defendant 
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knew  the  doubt,  contingency  or  risk  affecting  the 
object  of  the  contract.  Consequently,  in  this  case, 
defendant  cannot  claim  a  consent  by  mistake  if 
he  knew  the  contingency  of  the  risk  affecting  the 
object  of  the  guaranty,  which  is  Plaintiff's  Ex- 
hibit 10." 

This  instruction  correctly  focused  the  jury's  at- 
tention on  the  narrow  point  that  the  claimed  doubt, 
contingency  or  risk  had  to  affect  the  object  of  the 
guaranty,  which  presupposes  that  defendant  knew  the 
object  of  the  guaranty  and,  nevertheless,  decided  to 
take  the  risk  of  obligating  himself  on  the  contingency 
that  the  principal  obligation  would  be  fully  paid  by 
Big  Chrome.  As  noted  above,  plaintiff  took  no  excep- 
tion to  this  instruction. 

However,  for  the  first  time  on  appeal,  plaintiff 
erroneously  disregards  this  only  true  object  of  the 
guaranty  and  mistakenly  argues  that  the  object  of 
the  guaranty  had  nothing  to  do  with  the  obligation 
thereunder,  but  that  the  "object"  was  "whether  the 
Rizal  Bank  would  release  the  shipping  documents  to 
Big  Chrome." 

Since  it  is  based  on  a  mistaken  assumption,  plain- 
tiff's argument  lacks  merit,  even  if  it  was  entitled  to 
this  Court's  consideration.  However,  since  this  con- 
tention was  not  one  of  plaintiff's  grounds  for  a  di- 
rected verdict,  or  for  judgment  n.o.v.  on  the  issue  of 
"mistake,"  it  cannot  be  considered  on  appeal  (Pacific 
Queen  Fisheries  v.  Symes,  307  F.2d  700,  719-721 
(C.A.  9),  cert.  den.  372  U.S.  907,  83  S.  Ct.  721,  9  L. 
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Ed.  2d  717;  U.  S.  for  the  Use  of  E.  E.  Black,  Ltd.  V. 
Price-McNemar  Const.  Co.,  320  F.2d  663,  666  (C.A. 
9);  Eason  v.  Dickson,  390  F.2d  585,  589  (C.A.  9)). 

II 

The  Trial  Court  Did  Not  Err  in  Denying  Plaintiff's  Alterna- 
tive Motion  for  a  New  Trial,  and  said  Order  Should 
Not  Be  Reviewed  by  this  Court. 

A.  The  trial  court  exercised  its  sound  discretion 
in  denying  plaintiff's  motion  for  a  new  trial. 

1.  The  Grounds  of  Plaintiffs  Motion 
for  a  New  Trial. 

The  grounds  of  plaintiff's  alternative  motion  for 
a  new  trial  were  that  the  special  and  general  verdicts 
".  .  .  are  against  the  clear  weight  of  the  evidence  and 
will  result  in  a  serious  miscarriage  of  justice."  (R. 
p.  46). 

This  motion  was  filed  on  January  23,  1968;  all 
motions  were  argued  before  the  trial  court  on  Feb- 
ruary 7,  1968,  by  which  time  the  court  had  briefs 
of  counsel  and  a  transcript  of  defendant's  testimony 
(R.  pp.  105-106,  Tr.  p.  345).  After  hearing  lengthy 
argument  (Tr.  pp.  344-389)  the  trial  court  took  the 
motions  under  submission  and  procured  a  transcript 
of  the  arguments  (Tr.  p.  389).  Five  weeks  later,  on 
March  14,  1968,  the  court  filed  its  order  denying 
plaintiff's  motions  (R.  pp.  81-87).  The  court  held 
that  the  evidence  on  mistake  ".  .  .  was  sufficiently 
clear  to  submit  to  the  jury  under  proper  instructions 
and  [I]  hold  that  it  was  so  submitted"  (R.  p.  85). 
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The  court  further  stated  that  the  "Defendant  was 
forceful  in  his  testimony  ..."  on  mistake  (id). 

Turning  then  to  plaintiff's  alternative  motion  for 
a  new  trial,  the  court  recognized  that  such  a  motion, 
when  made  on  the  ground  that  the  verdicts  were 
against  the  clear  weight  of  the  evidence,  was  ".  .  .  ad- 
dressed to  the  sound  discretion  of  the  Court"  (R.  p. 
86).  The  judge  then  stated  his  personal  feeling  that 
".  .  .  the  weight  of  the  evidence  is  in  favor  of  plain- 
tiff's contentions.  I  likewise  feel  the  evidence  on 
mistake  was  sufficient  to  go  to  the  jury"  (id).  The 
court  denied  the  motion  for  a  new  trial,  stating  that 
nothing  would  be  gained  by  granting  a  new  trial  and 
that  to  do  so  would  only  postpone  the  ultimate  con- 
clusions of  this  Court. 

Even  though  the  record  clearly  shows  that  the 
trial  court  exercised  its  sound  discretion  and  fully 
considered  lengthy  briefs  and  arguments  of  counsel, 
plaintiff  urges  that  the  record  reflects  a  "plain  abuse 
of  the  court's  discretion"  (App.  Br.  p.  69). 

The  basis  of  plaintiff's  argument  is  that  the  trial 
court's  observation :  "I  personally  feel  that  the  weight 
of  the  evidence  is  in  favor  of  plaintiff's  contentions" 
compelled  an  allowance  of  the  new  trial  motion  and 
that  the  court  could  not  deny  the  motion  for  any  other 
reason. 

The  weakness  of  plaintiff's  position  is  that  while 
the  motion  was  grounded  on  the  contention  that  the 
verdicts  were  "...  against  the  clear  weight  of  the 
evidence  and  will  result  in  a  serious  miscarriage  of 
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justice,"  the  court  did  not  so  find.  The  court  merely 
stated,  in  the  role  of  a  thirteenth  juror,  its  personal 
feeling  that  the  weight  of  the  evidence  favored  plain- 
tiff's contentions.  In  other  words,  if  Judge  Kilkenny- 
had  tried  this  action  without  a  jury,  he  might  have 
reached  a  different  result.  However,  it  is  well  settled 
that  a  trial  judge  may  not  invade  the  province  of  the 
jury  by  granting  a  new  trial  in  a  case,  such  as  this, 
where  the  testimony  was  sharply  in  conflict.  (Duncan 
V.  Duncan,  377  F.2d  49,  52-55  (C.A.  6).)  The  correct 
rule  is  well  stated  in  6A  Moore's  Federal  Practice, 
(2d  Ed.)  pp.  3818-3819,  §  59.08: 

'There  are  statements  in  the  cases  that,  in 
ruling  on  the  motion,  the  trial  judge  acts  as  a 
thirteenth  juror.  Properly  understood  and  ap- 
plied, no  fault  can  be  found  with  them  for  the 
judge  does  act  to  evaluate  and  weigh  the  evidence. 
But  while  he  has  a  responsibility  for  the  result 
no  less  than  the  jury,  he  should  not  set  the  verdict 
aside  as  against  the  weight  of  the  evidence  merely 
because,  if  he  had  acted  as  trier  of  the  fact,  he 
would  have  reached  a  different  result ;  and  in  that 
sense  he  does  not  act  as  a  thirteenth  juror  in 
approving  or  disapproving  the  verdict.  And  since 
the  credibility  of  witnesses  is  peculiarly  for  the 
jury  it  is  an  invasion  of  the  jury's  province  to 
grant  a  new  trial  merely  because  the  evidence 
was  sharply  in  conflict." 

In  this  respect,  the  case  at  bar  is  similar  to  Radio 
V.  Chernack,  217  F.  Supp.  33  (DCRI),  aff'd  331  F.2d 
170  (C.A.  1),  which  involved  claims  for  breaches  of 
alleged  oral  employment  contracts,  the  existence  of 
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which  were  denied  by  defendants.  Following  jury 
verdicts  for  plaintiff,  defendants'  motions  for  judg- 
ment n.o.v.  and  for  a  new  trial  were  denied  by  the 
district  judge  who  stated  (217  F.  Supp.  at  pp.  35-36) : 
"In  each  of  these  actions  the  defendant  denied 
the  making  of  the  agreement  sued  upon.  The  res- 
olution of  this  fundamental  issue  in  the  light  of 
the  contradictory  evidence  presented  by  the  par- 
ties was  peculiarly  within  the  province  of  the 
jury.  The  testimony  of  Messrs.  Radio  and  Cher- 
nack  on  this  crucial  issue  was  in  irreconcilable 
conflict.  It  was  for  the  jury  to  determine  what 
were  the  true  facts.  In  addition,  many  letters 
between  the  parties  which  related  to  this  issue 
were  introduced  into  evidence.  The  reasonable 
inferences  to  be  drawn  from  these  letters  were 
likewise  for  the  determination  of  the  jury.  After 
a  careful  review  of  the  evidence  and  the  reason- 
able inferences  to  be  drawn  from  it,  I  am  satis- 
fied that  there  was  ample  evidence  in  the  record 
to  support  the  jury's  verdicts,  and  that  they  do 
justice  between  the  parties.  In  my  opinion  it 
would  be  an  unwarranted  invasion  by  me  of  the 
right  to  trial  by  jury  if  I  were  to  set  aside  the 
verdict  of  the  jury  in  either  of  these  actions." 

The  most  often  quoted  opinion  on  this  subject  was 
written  by  Judge  Parker  in  Aetna  Casualty  &  Surety 
Co.  V.  Yeatts,  122  F.2d  350,  352-353  (C.A.  4) : 

''On  such  a  motion  it  is  the  duty  of  the  judge 
to  set  aside  the  verdict  and  grant  a  new  trial, 
if  he  is  of  opinion  that  the  verdict  is  against  the 
clear  weight  of  the  evidence,  or  is  based  upon  evi- 
dence which  is  false,  or  will  result  in  a  miscar- 
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riage  of  justice,  even  though  there  may  be  sub- 
stantial evidence  which  would  prevent  the  direc- 
tion of  a  verdict." 

The  above  language  was  quoted  with  approval  by 
this  Court,  sitting  en  banc  in  Southern  Pac.  Co.  v. 
Guthne,  186  F.2d  926,  982  (C.A.  9),  cert.  den.  341 
U.S.  904,  71  S.  Ct.  614,  95  L.  Ed.  1343. 

Thus,  the  distinction  drawn  in  the  cases,  and 
even  by  plaintiff's  motion,  between  'Veight  of  the 
evidence"  and  "clear  weight  of  the  evidence"  was 
clearly  recognized  by  Judge  Kilkenny  in  exercising 
his  discretion  to  deny  the  alternative  new  trial  mo- 
tion (see  Union  Pacific  Railroad  Co.  V.  Jarrett,  381 
F.2d  597,  601  (C.A.  9)). 

In  the  absence  of  legal  error,  this  Court  has  no 
basis  for  reviewing  Judge  Kilkenny's  exercise  of  dis- 
cretion denying  plaintiff  a  new  trial.  The  cases  are 
collected  in  6 A  Moore's  Federal  Practice  (2d  Ed.)  p. 
3820,  §  59.08  where  the  rule  is  stated: 

"What  review,  if  any,  may  be  had  of  the  trial 
court's  grant  or  denial  of  a  motion  for  new  trial 
on  the  ground  that  the  verdict  is  against  the 
weight  of  the  evidence?  None,  as  a  general  prop- 
osition; and  this  is  in  keeping  with  the  usual  prin- 
ciples that  new  trial  rulings  are,  subject  to  cer- 
tain narrow  exceptions,  non-reviewable.  The  mo- 
tion for  a  new  trial  on  the  ground  that  the  ver- 
dict is  against  the  weight  of  the  evidence  is  ad- 
dressed to  the  sound  discretion  of  the  trial  court. 
Unless  the  motion  is  not  timely  so  that  it  has  no 
power  to  act  thereon,  the  trial  court  must  exer- 
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cise  its  discretion ;  and  hence  a  failure  so  to  do  is 
reviewable.  Accordingly,  the  grant  or  denial  of 
the  motion  under  the  compulsion  of  a  mistake  of 
law  is  reviewable.  But  assuming  that  the  court 
has  the  power  to  consider  the  motion  and  does  ex- 
ercise its  discretion  its  error  in  granting  or  deny- 
ing the  motion,  if  any,  is  usually  one  of  fact  and 
non-reviewable.  Under  unusual  or  special  circum- 
stances the  trial  court's  action  may  constitute  an 
abuse  of  discretion  and  be  reviewable;  but  rarely 
can  this  be  shown. 

Plaintiff  has  cited  six  cases  involving  special  and 
unusual  circumstances  where  courts  of  appeal  have 
reversed  and  ordered  new  trials.  None  are  applicable 
here.  In  U.  S.  v.  Simmons,  346  F.2d  313  (C.A.  5), 
the  new  trial  was  granted  because  of  insufficient  ev- 
idence to  support  the  jury's  finding  that  a  tax  refund 
claim  was  valueless,  although  there  was  a  triable  issue 
of  fact  as  to  value.  In  Georgia  Pacific  Corp.  v.  U.  S., 
264  F.2d  161  (C.A.  5),  the  Court  of  Appeals  in  a 
tax  refund  suit  held  that  the  evidence  required  judg- 
ment for  plaintiff  as  a  matter  of  law.  Unfortunately, 
plaintiff  had  not  moved  for  a  directed  verdict,  so  a 
new  trial  was  awarded  to  the  taxpayer.  In  Charles 
V.  Norfolk  &  Western  Ry.  Co.,  188  F.2d  691  (C.A. 
7),  cert.  den.  342  U.S.  831,  72  S.  Ct.  55,  96  L.  Ed. 
628,  the  Court  of  Appeals  found  that  a  basic  instruc- 
tion to  which  plaintiff  had  objected  was  ''misleading 
and  confusing,"  so  that  the  case  was  outside  the  ordi- 
nary rule  that  an  order  granting  or  denying  a  new 
trial  pursuant  to  an  exercise  of  the  trial  court's  dis- 
cretion was  not  subject  to  review.  Sulzbacher  v.  Con- 
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tinental  Casualty  Co.,  88  F.2d  122  (C.A.  8),  involved 
a  vital  decision  of  the  same  court  which  was  not  called 
to  the  trial  court's  attention  until  after  a  new  trial 
motion  was  filed.  On  appeal,  the  Court  of  Appeals 
held  that  the  trial  court  had  abused  its  discretion  in 
not  granting  a  new  trial  because  of  the  recent  deci- 
sion. Magee  v.  General  Motors  Corp.,  213  F.2d  899 
(C.A.  3)  involved  motions  for  judgment  n.o.v.,  or 
for  a  new  trial,  where  it  was  conceded  that  neither 
the  judge  who  tried  the  case  (and  later  died),  or  the 
judge  subsequently  assigned,  ever  passed  upon  the  mo- 
tion for  a  new  trial,  which  the  Court  of  Appeals 
stated  it  would  be  the  trial  court's  duty  to  allow 
where  the  verdict  was  "against  the  overwhelming 
weight  of  the  evidence."  Finally,  in  Paine  V.  St.  Paul 
Union  Stockyards  Co.,  35  F.2d  624  (C.A.  8),  the 
trial  court  had  denied  a  motion  to  reopen  the  testi- 
mony because  of  claimed  lack  of  power  to  do  so.  The 
appellate  court  held  that  the  trial  court's  decision  was 
based  upon  an  erroneous  conception  of  lack  of  power. 

It  is  clear  that  the  trial  court's  disposition  of 
plaintiff's  alternative  motion  for  a  new  trial  raises 
no  question  of  law  for  review  by  this  Court.  This  is 
the  usual  case  where  the  trial  court  has  correctly  re- 
fused to  substitute  its  judgment  as  to  the  facts  and 
the  credibility  of  the  witnesses  for  that  of  the  jury. 
To  paraphrase  this  Court:  'In  this  instance  the  judge, 
familiar  with  the  atmosphere  of  the  trial  and  sensible 
of  imponderables  that  might  prejudicially  affect  the 
action  of  the  jury,  was  satisfied  that  their  verdict 
was  motivated  by  the  evidence  alone  and  that  it  was 


32 

not  ..."  against  the  clear  weight  of  the  evidence  or 
that  it  would  result  in  a  serious  miscarriage  of  jus- 
tice (see:  Bradley  Mining  Co.  V.  Boice,  194  F.2d  80, 
83  (C.A.  9),  cert.  den.  343  U.S.  941,  72  S.  Ct.  1033, 
96  L.  Ed.  1347,  and  subsequent  proceedings,  198  F.2d 
790,  205F.2d937). 

CONCLUSION 

The  judgment  entered  upon  the  general  and  spe- 
cial verdicts  of  the  jury  should  be  affirmed,  with  costs 
to  defendant. 

Respectfully  submitted, 

Cleveland  C.  Cory 
Clarence  R.  Wicks 
Don  H.  Marmaduke 
Attorneys  for  Appellee 
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for  a  directed  verdict,  and  in  failing  to  enter  judg- 
ment for  defendant,  on  the  ground  that  under  Philip- 
pine law  "...  if  the  undertaking  had  any  validity  as 
to  this  defendant  his  liability,  if  any,  upon  the  under- 
taking was  discharged  when  plaintiff  granted  to  Big 
Chrome  an  extension  of  time  for  the  payment  of  its 
indebtedness  without  the  consent  of  the  defendant.  .  ." 
(Tr.  p.  312). 

STATEMENT  OF  THE  CASE 

The  defense  that  any  liability  of  defendant  on  the 
undertaking  had  been  extinguished  by  extensions  of 
time  for  payment  granted  by  plaintiff  to  Big  Chrome, 
without  defendant's  consent,  was,  in  effect,  elim- 
inated from  the  case  by  the  trial  court's  ruling  on  the 
day  prior  to  trial  that  under  the  terms  of  the  instru- 
ment itself,  "...  plaintiff  had  the  right  to  extend  the 
time  of  payment  of  the  obligation  without  notice" 
(R.  pp.  7-8). 

At  the  trial,  plaintiff's  counsel  introduced  into  ev- 
idence an  exchange  of  correspondence  between  plain- 
tiff and  Big  Chrome  during  the  period  from  October 
2,  1964  to  January  24,  1966  relating  to  the  extensions 
of  time  for  payment;  (Plf's.  Exs.  17-A  to  17-U,  Tr. 
p.  104)  and  questioned  plaintiff's  resident  counsel  as 
to  their  contents  (Tr.  pp.  104-111).  The  witness  was 
further  cross-examined  on  this  subject  (Tr.  pp.  116- 
123). 

The  trial  court  reserved  decision  on  defendant's 
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motion  for  a  directed  verdict  (Tr.  p.  812).  After 
judgment,  one  ground  of  defendant's  opposition  to 
plaintiff's  motion  for  judgment  n.o.v.  was  that  his 
motion  for  a  directed  verdict  should  have  been  al- 
lowed because  of  the  extensions  of  time  given  by- 
plaintiff  to  Big  Chrome,  without  defendant's  consent 
(R.  pp.  76-79). 

In  its  order  of  March  14,  1968  denying  both  plain- 
tiff's and  defendant's  motions  for  judgment,  the  trial 
court  stated  that  the  evidence  showed  without  ques- 
tion that  extensions  of  time  within  which  to  pay  the 
indebtedness  were  granted  by  plaintiff  to  Big  Chrome 
without  defendant's  consent;  the  court  then  stated 
(R.  pp.  86-87) : 

"A  reappraisal  of  the  defendant's  position  in 
the  light  of  the  evidence  of  the  case,  forces  a  con- 
clusion that  my  decision  of  January  10,  1968, 
upholding  plaintiff's  contention  is  on  rather  ten- 
uous ground.  On  trial,  the  experts  on  Philippines 
law  were  in  agreement  that  even  though  the 
guarantor's  liability  was  solidary,  direct  and  im- 
mediate, that  liability  would  be  extinguished,  if 
time  for  payment  was  extended  without  the  guar- 
antor's consent.  I  am  not  at  all  certain  that  the 
language  of  the  undertaking  on  which  I  previ- 
ously relied  to  a  large  extent  applies  to  a  'release,' 
as  a  matter  of  law,  rather  than  a  voluntary  're- 
lease.' It  is  now  forcibly  argued  that  a  voluntary 
release  is  to  be  distinguished  from  a  situation 
where  the  liability  is  extinguished  due  to  a  fail- 
ure to  obtain  the  guarantor's  consent  to  an  ex- 
tension of  time,  and  that  such  a  release  is  invol- 
untary and  occurs  by  operation  of  law.  Moreover, 
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I  am  now  impressed  with  the  argument  that  the 
particular  provision  was  inserted  to  make  it  clear 
that  the  right  of  division — that  is,  the  right  to 
divide  the  amount  of  indebtedness  among  the 
guarantors — did  not  exist.  By  this  language,  the 
bank  was  making  it  clear  that  it  was  not  obli- 
gated to  give  a  release  until  the  principal,  or  the 
guarantor,  paid  the  indebtedness  in  full.  My  con- 
fidence in  my  previous  memorandum  is  consid- 
erably shaken  when  I  apply  Radio  Corp.  of  The 
Philippines  V.  Roa,  62  Phil.  211,  to  the  facts  as 
produced  in  evidence. 

Certainly,  this  legal  issue  is  not  without  its 
difficulties.  If  it  was  the  only  issue  involved,  I 
might  well  reverse  my  hasty  decision  on  the  eve 
of  the  trial  and  accept  the  defendant's  views. 
Here,  again,  I  shall  leave  the  ultimate  decision 
to  higher  authority  and  deny  defendant's  pend- 
ing motion." 

STATEMENT  OF  THE  FACTS 

In  the  pretrial  order,  the  parties  agreed  that  one 
of  plaintiff's  conditions,  to  which  Big  Chrome  agreed 
on  or  about  August  8,  1963,  was  that  the  indebted- 
ness evidenced  by  the  letter  of  credit  would  be: 
"5.  Payable  in  three  (3)  years  with  semi-annual 
payments — failure  to  pay  any  one  installment  makes 
the  account  due  and  payable  in  full."  (Ex.  5,  R.  p. 
12). 

It  was  also  stipulated  that  on  or  about  August  8, 
1963  plaintiff  forwarded  its  letter  of  credit  to  its 
San   Francisco  correspondent  bank,   with  the   total 
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amount  of  $269,435.70  to  be  disbursed  on  the  drafts 
of  Discal  Corporation  in  stated  semi-annual  install- 
ments commencing  six  months  after  complete  ship- 
ment of  the  mining  machinery.  The  date  of  complete 
shipment  was  on  or  about  November  16,  1963  when 
the  mining  machinery  was  loaded  on  board  a  vessel 
at  Portland,  Oregon.  Thus,  DiscaFs  first  draft  was 
presented  to  the  San  Francisco  correspondent  bank 
on  May  16,  1964.  Following  payment,  it  was  for- 
warded to  plaintiff  which  received  it  on  May  27, 
1964  (Ex.  12).  Plaintiff,  in  turn,  sent  its  statement 
to  Big  Chrome  on  May  29,  1964  (Ex.  13).  Under 
banking  practice  in  the  Philippines,  the  statement  be- 
came past  due  30  days  later,  on  June  28,  1964  (Tr. 
pp.   72-73). 

Some  of  the  correspondence  between  plaintiff  and 
Big  Chrome  between  October  2,  1964  and  January  24, 
1966  (Ex.  17(a)-(u))  is  referred  to  in  plaintiff's 
brief  (App.  Br.  pp.  28-30).  In  seven  instances,  par- 
ticularly on  October  2,  1964,  October  19,  1964,  No- 
vember 16,  1964,  February  24,  1965,  March  18,  1965, 
May  7,  1965  and  June  16,  1965  (Ex.  17(a),  (c),  (e), 
(i),  (k),  (m)  and  (o)),  plaintiff  extended  additional 
time  to  Big  Chrome  to  make  the  required  payments. 
Most  of  the  letters  were  signed  by  plaintiff's  resi- 
dent attorney  who  sent  copies  to  plaintiff's  president 
and  vice  president.  The  letter  of  November  16,  1964 
extending  time  for  payment  until  December  15,  1964 
was  signed  by  plaintiff's  president  (Ex.  17(e)). 

Plaintiff  did  not  offer  proof  that  defendant  con- 
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sented  to  any  of  the  extensions.  In  fact,  Putnam  cate- 
gorically denied  giving  consent  at  any  time  (Tr.  p. 
176). 

SUMMARY  OF  ARGUMENT 

Under  the  Philippine  Civil  Code  applicable,  an 
extension  of  time  granted  to  the  debtor  by  the  creditor 
without  the  consent  of  the  guarantor  extinguishes  the 
guaranty. 

The  undisputed  facts  show  that  the  entire  indebt- 
edness became  due  after  Big  Chrome's  failure  to  pay 
the  first  installment  by  June  28,  1964.  Thereafter, 
plaintiff  granted  to  Big  Chrome  numerous  extensions 
of  time  to  pay  up  to  June  30,  1965.  Since  the  Under- 
taking itself  did  not  contain  a  ''built-in"  consent  by 
defendant  to  such  extensions,  and  since  plaintiff  did 
not  expressly  procure  defendant's  consent,  the  guar- 
anty was  thereby  extinguished  as  a  matter  of  Philip- 
pine law. 
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ARGUMENT 

I 

The  Trial  Court  Erred  in  Not  Granting  Defendant's  Motion 

for   a    Directed   Verdict   on    the   Ground    that   the 

Guaranty  was  Extinguished  by  the  Extensions 

of  Time  Given  by  Plaintiff  to  Big  Chrome 

Without  Defendant's  Consent. 

A.  The  Undertaking  cannot  be  construed  as 
giving  plaintiff  a  right  to  extend  time  of 
payment  to  Big  Chrome  without 
defendant's  consent. 

1.    The  Trial  CourVs  Rulings 

The  trial  court  in  its  pretrial  ruling  (R.  pp.  10- 
11)  concluded  that  certain  language  employed  in  the 
Undertaking  impelled  the  conclusion  that  plaintiff 
was  given  the  right  to  extend  the  time  of  payment 
of  the  obligation  without  the  guarantor's  consent.  The 
court  quoted  the  language  **.  .  .  the  liability  on  this 
guaranty  shall  be  solidary,  direct  and  immediate  .  .  .'* 
(R.  p.  7). 

However,  at  the  trial,  the  Philippine  attorneys 
who  testified  both  agreed  that  even  though  the  guar- 
antor's liability  is  solidary,  direct  and  immediate,  his 
liability  will  be  extinguished  if  time  for  payment  is 
extended  without  his  consent.  This  testimony  was 
adopted  by  the  trial  court  in  its  post-trial  order  dis- 
cussing defendant's  motion  for  a  directed  verdict,  and 
in  the  court's  conclusion  that  its  previous  decision 
was  "on  rather  tenuous  ground"  (R.  p.  86). 
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In  this  post-trial  opinion,  the  trial  court  also  drew 
back  from  its  original  position  that  the  release  clause 
at  the  end  of  the  document  constituted  a  ''built-in" 
consent  to  extensions  of  time.  That  clause  provided 
that  the  guarantor  shall  be  released  from  its  liability 
under  this  guaranty  only  after  the  principal  or  the 
guarantor  had  fully  satisfied  or  paid  its  obligations 
with  the  bank. 

Again,  Ozaeta,  defendant's  expert  on  Philippine 
law,  stated  his  opinion  as  to  the  necessity  for  such  a 
provision  and  that  it  could  not  be  construed  as  a 
waiver  of  the  right  to  be  released  in  the  event  of  an 
extension  (Tr.  pp.  228-229). 

Following  the  introduction  of  this  expert  testi- 
mony the  trial  court  stated  (R.  pp.  86-87) : 

"...  I  am  not  at  all  certain  that  the  language 
of  the  undertaking  on  which  I  previously  relied 
to  a  large  extent  applies  to  a  'release,'  as  a  matter 
of  law,  rather  than  a  voluntary  'release.'  It  is 
now  forcibly  argued  that  a  voluntary  release  is  to 
be  distinguished  from  a  situation  where  the  lia- 
bility is  extinguished  due  to  a  failure  to  obtain 
the  guarantor's  consent  to  an  extension  of  time, 
and  that  such  a  release  is  involuntary  and  occurs 
by  operation  of  law.  Moreover,  I  am  now  im- 
pressed with  the  argument  that  the  particular 
provision  was  inserted  to  make  it  clear  that  the 
right  of  division — that  is,  the  right  to  divide  the 
amount  of  indebtedness  among  the  guarantors — 
did  not  exist.  By  this  language,  the  bank  was 
making  it  clear  that  it  was  not  obligated  to  give 
a  release  until  the  principal,  or  the  guarantor, 
paid  the  indebtedness  in  full.  ..." 
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The  trial  court^s  opinion  in  this  respect  is  strength- 
ened by  Ozaeta's  testimony  that  if  the  parties  in- 
tended to  grant  the  bank  the  right  to  extend  the  prin- 
cipal obligor's  time  to  pay  without  releasing  the  guar- 
antor, it  would  have  been  perfectly  easy  to  employ 
simple  language  to  that  effect.  In  the  absence  of  ex- 
press language,  Ozaeta  relied  upon  the  provision  of 
Article  2055  of  the  Civil  Code  of  the  Philippines  [for- 
merly Article  1827]  which  states  in  part:  "A  guar- 
anty is  not  presumed;  it  must  be  express  and  cannot 
extend  to  more  than  is  stipulated  therein/'  (Tr.  pp. 
235-237). 

In  La  Insular  v.  Machuca  Go-Tauco  and  Nubia 
Co-Siong,  39  Phil.  567,  the  Philippine  Supreme  Court 
said: 

"It  is  undoubtedly  true  that  the  law  looks 
upon  the  contract  of  suretyship  with  a  jealous 
eye,  and  the  rule  is  settled  that  the  obligation  of 
the  surety  cannot  be  extended  by  implication  be- 
yond its  specified  limits.  Article  1827  of  the  Civil 
Code  so  declares  (Uy  Aloe  vs.  Cho  Jan  Ling,  27 
Phil.  Rep.  427) ;  and  with  this  doctrine  the  com- 
mon law  is  accordant.  As  was  said  by  Justice 
Story  in  Miller  vs.  Stewart  (9  Wheat.,  680;  6 
L.  ed.,  189) : 

''  'Nothing  can  be  clearer,  both  upon  principle 
and  authority,  than  the  doctrine  that  the  liability 
of  a  surety  is  not  to  be  extended,  by  implication, 
beyond  the  terms  of  his  contract.  To  the  extent, 
and  in  the  manner,  and  under  the  circumstances 
pointed  out  in  his  obligation,  he  is  bound,  and 
no  farther.'  " 
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In  the  later  case  of  Solon  v.  Solon,  64  Phil.  729, 
the  Philippine  Supreme  Court  made  the  following 
comment: 

''.  .  .  The  clauses  of  a  contract  of  suretyship 
determine  the  extent  of  the  liability  of  the  surety 
(Government  of  the  Philippine  Islands  vs.  Her- 
rero,  38  Phil.  410),  it  not  being  proper  to  extend 
its  effects  farther  than  the  clear  terms  of  the 
contract  by  mere  implications.  A  surety  should 
be  liable  only  in  the  manner  and  to  the  extent, 
and  under  the  circumstances  pointed  out  in  the 
contract  of  suretyship  or  which  may  be  clearly 
deduced  therefrom  (La  Insular  vs.  Machuca  Go- 
Tauco  and  Nubia  Co-Siong,  39  Phil.  567). '^ 

B.  The  undisputed  facts  and  the  applicable 
Philippine  law  compel  the  conclusion  that 
defendasit's  liability  to  plaintiff  upon  the 
undertaking  was  extinguished  by  plaintiff's 
extensions  of  time  to  Big  Chrome  for  the 

payment  of  its  indebtedrsess,  without 

defendant's  consent. 

As  above  noted,  under  condition  5  contained  in 
plaintiff's  letter  to  Big  Chrome,  dated  August  7, 
1963  (Ex.  5),  to  which  Big  Chrome  consented  (R.  p. 
12),  the  failure  to  pay  any  one  installment  made  the 
account  due  and  payable  in  full.  Thus,  at  all  times 
after  June  28,  1964  plaintiff  had  a  right  to  sue  Big 
Chrome  for  the  full  amount  of  the  letter  of  credit. 
Furthermore,  the  letters  introduced  by  plaintiff  estab- 
lished that  plaintiff  expressly  granted  to  Big  Chrome 
extensions  of  time  up  to  June  30,  1965  within  which 
to  pay  its  indebtedness  (Exs.  17(a),  17(c),  17(e), 
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17  (i),  17  (k),  17  (m),  17  (o)).  It  was  also  undisputed 
that  defendant  did  not  consent  to  any  of  the  time  ex- 
tensions. 

The  leading  decision  of  the  Supreme  Court  of  the 
Philippines  on  almost  identical  facts  is  Radio  Corpo- 
ration of  the  Philippines  V.  Roa,  62  Phil.  211,  which 
Philippine  counsel  and  the  trial  court  recognized  as 
binding  authority  (Tr.  p.  237,  284,  R.  p.  87)  in  con- 
struing Article  2079  of  the  Civil  Code  (formerly  Ar- 
ticle 185)  which  provides  in  part:  "An  extension 
granted  to  the  debtor  by  the  creditor  without  the  con- 
sent of  the  guarantor  extinguishes  the  guaranty.'* 

In  the  Radio  Corporation  case,  it  was  held  that 
a  written  express  extension  of  time  for  the  payment 
of  an  installment  without  the  consent  of  the  guarantor 
constituted  an  extension  of  time  of  the  whole  amount 
of  the  indebtedness  and  therefore  discharged  the  guar- 
antors. The  contention  that  an  extension  had  been 
granted  was  based  upon  a  letter  which  read  as  fol- 
lows : 

"Mr.  Jesus  R.  Roa 

Cagayan,  Oriental  Misamis 

"Attention  of  Mrs.  Ampara  Chavez  de  Roa 

"Dear  Sir:  We  acknowledge  with  thanks  the 
receipt  of  your  letter  of  March  9th  together  with 
your  remittance  of  P200  for  which  we  enclose  re- 
ceipt No.  7558.  We  are  applying  this  amount  to 
the  balance  of  your  January  installment. 

"We  have  no  objection  to  the  extension  re- 
quested by  you  to  pay  the  February  installment 
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by  the  first  week  of  April.  We  would,  however, 
urge  you  to  make  every  efforts  to  bring  the  ac- 
count up-to-date  as  we  are  given  very  little  dis- 
cretion by  the  RCP  in  giving  extension  of  pay- 
ment. 

"Very  truly  yours, 

"RADIO  CORP  OF  THE  PHIL. 

"By:    ERLANGER  &  GALINGER,  INC. 

(Sgd.)    "H.  N.  Salet 

"Vice-President" 

The  contract  which  was  the  basis  of  Mr.  Roa's 
indebtedness  contained  this  language: 

"In  case  the  vendee-mortgagor  fails  to  make 
any  of  the  payments  as  hereinbefore  provided, 
the  whole  amount  remaining  unpaid  under  this 
mortgage  shall  immediately  become  due  and  pay- 
able and  this  mortgage  on  the  property  herein 
mentioned  as  well  as  the  Luzon  Surety  Bond  may 
be  foreclosed  by  the  vendor-mortgagee;  ..." 

The  Philippine  court  held   (62  Phil,  at  pp.  216- 
218): 

"The  stipulation  in  the  contract  under  con- 
sideration, copied  above,  is  to  the  effect  that  upon 
failure  to  pay  any  instalment  when  due  the  other 
instalments  ipso  facto  become  due  and  payable. 
In  view  of  the  fact  that  under  the  express  provi- 
sion of  the  contract,  quoted  above,  the  whole  un- 
paid balance  automatically  becomes  due  and  pay- 
able upon  failure  to  pay  one  installment,  the  act 
of  the  plaintiff  in  extending  the  payment  of  the 
instalment  corresponding  to  February,  1932,  to 
April,  1932,  without  the  consent  of  the  guaran- 
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tors,  constituted  in  fact  an  extension  of  the  pay- 
ment of  the  whole  amount  of  the  indebtedness,  as 
by  that  extension  the  plaintiff  could  not  have 
filed  an  action  for  the  collection  of  the  whole 
amount  until  after  April,  1932.  Therefore  appel- 
lants' contention  that  after  default  of  the  pay- 
ment of  one  instalment  the  act  of  the  herein 
creditor  in  extending  the  time  of  payment  dis- 
charges them  as  guarantors  in  conformity  with 
articles  1851  and  1852  of  the  Civil  Code  [old]  is 
correct. 

"  'It  is  a  familiar  rule  that  if  a  creditor,  by 
positive  contract  with  the  principal  debtor,  and 
without  the  consent  of  the  surety,  extends  the 
time  of  payment,  he  thereby  discharges  the  sure- 
ty. ..  .  The  time  of  payment  may  be  quite  as 
important  a  consideration  to  the  surety  as  the 
amount  he  has  promised  conditionally  to  pay. 
.  .  .  Again,  a  surety  has  the  right,  on  payment  of 
the  debt,  to  be  subrogated  to  all  the  rights  of  the 
creditor,  and  to  proceed  at  once  to  collect  it  from 
the  principal;  but  if  the  creditor  has  tied  his 
own  hands  from  proceeding  promptly,  by  ex- 
tending the  time  of  collection,  the  hands  of  the 
surety  will  equally  be  bound;  and  before  they  are 
loosed,  by  the  expiration  of  the  extended  credit, 
the  principal  debtor  may  have  become  insolvent 
and  the  right  of  subrogation  rendered  worthless. 
It  should  be  observed,  however,  that  it  is  really 
unimportant  whether  the  extension  given  has  ac- 
tually proved  prejudicial  to  the  surety  or  not. 
The  rule  stated  is  quite  independent  of  the  event, 
and  the  fact  that  the  principal  is  insolvent  or 
that  the  extension  granted  promised  to  be  benefi- 
cial to  the  surety  would  give  no  right  to  the  creditor 
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to  change  the  terms  of  the  contract  without  the  i 
knowledge  or  consent  of  the  surety.  Nor  does  it : 
matter  for  how  short  a  period  the  time  of  pay- 
ment may  be  extended.  The  principle  is  the  same 
whether  the  time  is  long  or  short.  The  creditor 
must  be  in  such  a  situation  that  when  the  surety 
comes  to  be  substituted  in  his  place  by  paying 
the  debt,  he  may  have  an  immediate  right  of  ac- 
tion against  the  principal.  The  suspension  of  the 
right  to  sue  for  a  month,  or  even  a  day,  is  as  ef- 
fectual to  release  the  surety  as  a  year  or  two 
years.'  (21  R.C.L.,  1018-1020.)." 

Finally,  the  Philippine  court  overruled  the  conten- 
tion that  there  was  no  consideration  for  the  extension 
granted  the  principal  debtor  (62  Phil,  at  p.  218)  : 

"Plaintiff-appellee  contends  that  there  was  no 
consideration  for  the  extension  granted  the  prin- 
cipal debtor.  Article  1277  of  the  Civil  Code  pro- 
vides that  'even  though  the  consideration  should 
not  be  expressed  in  the  contract,  it  shall  be  pre- 
sumed that  a  consideration  exists  and  that  it  is 
licit,  unless  the  debtor  proves  the  contrary.'  It  was 
incumbent  upon  the  plaintiff  to  prove  that  there 
was  no  valid  consideration  for  the  extension 
granted." 

CONCLUSION 

It  is  axiomatic  that  the  successful  party  in  the  dis- 
trict court  may  sustain  its  judgment  on  any  ground 
that  finds  support  in  the  record  (Jaffke  V.  Dunham, 
352  U.S.  280,  77  S.  Ct.  267,  1  L.  Ed.  2d  314;  fol- 
lowed in  Dessar  V.  Bank  of  America,  353  F.2d  468 


47 

(C.A.  9)  and  M.O.S,  v.  John  I.  Ham  Co,,  Inc,  875 
F.2d614  (C.A.  9)). 

The  trial  court  erred  in  refusing  to  direct  a  ver- 
dict for  defendant  at  the  close  of  the  evidence,  on  the 
ground  that  the  undisputed  evidence  showed  that  any 
claimed  liability  of  defendant  on  the  undertaking  was 
extinguished  by  plaintiff's  extensions  of  time  to  Big 
Chrome  for  payment  of  its  indebtedness,  without  de- 
fendant's consent. 

Therefore,  assuming,  for  purposes  of  argument 
only,  that  plaintiff's  appeal  has  merit,  nevertheless, 
the  final  judgment  of  dismissal  should  be  affirmed, 
with  costs  to  defendant. 

Respectfully  submitted, 

Cleveland  C.  Cory 
Clarence  R.  Wicks 
Don  H.  Marmaduke 
Attorneys  for  Appellee 
and  Cross-Appellant 
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UPON  CROSS-APPEAL 


Appeal  from  the  United  States  District  Court 
for  the  District  of  Oregon 

Honorable  John  F.  Kilkenny,  Judge 


APPELLANT'S  REPLY  BRIEF 


The  questions  presented  are  as  stated  in  appel- 
lant's opening  brief  and  in  defendant's  answering 
brief.  We  reply  to  defendant's  brief  as  follows : 


I.  The  Trial  Court  Erred  in  Not  Granting  Plaintiffs  Motion 

for  a  Directed  Verdict  and  in  Denying  Plaintiff's 

Subsequent  Motion  to  Set  Aside  the  Verdict 

and  Judgment  for  Defendant  and  Enter  a 

Verdict  and  Judgment  in  Plaintiff's  Favor 

for  $231,142.77. 

A.   Defendant's  execution  of  the  Undertaking 
was  supported  by  cause,  or  by  consideration, 
or  by  both. 

The  parties  are  in  agreement  (see  Appellee's  Br. 
p.  11)  that  the  trial  court  correctly  defined  ''cause" 
under  Philippines  law,  that  is,  "any  reason  of  sub- 
stance which  may  induce  the  execution  of  an  agree- 
ment can  be  the  cause  of  the  agreement"  (Tr.  p.  329). 
This  definition  is  supported  by  General  Enterprises, 
Inc.  V.  Lianga  Bay  Logging  Co.,  cited  and  discussed 
at  page  45  of  Appellant's  Opening  Brief.  Thus  the 
jury's  finding  that  there  was  no  cause  for  defendant's 
execution  of  the  Undertaking  cannot  stand  if,  viewing 
the  evidence  and  inferences  favorably  to  defendant, 
the  record  nevertheless  shows  that  defendant  had  a 
reason  for  executing  the  Undertaking,  and  that  his 
reason  was  "of  substance." 

Even  assuming  that  on  December  13,  1967  Put- 
nam did  not  know  that  the  instrument  he  was  signing 
was  a  guaranty,  and  thought  that  it  was  merely  some- 
thing that  would  enable  Big  Chrome  to  get  the  min- 
ing machinery  through  customs  (Tr.  pp.  163,  165), 
still  it  was  essential  for  the  Big  Chrome  venture  to 
get  the  mining  machinery  through  customs.  The  en- 
tire venture  would  collapse  if  Big  Chrome  could  not 
get  possession  of  the  mining  machinery. 


Putnam's  admitted  desire  to  help  get  the  mining 
machinery  through  customs,  and  thus  to  save  the  Big 
Chrome  venture,  was  not  merely  a  "personal  motive,'' 
as  suggested  in  defendant's  brief  (Appellee's  Br.  p.  14) . 
It  was  a  directly  relevant  business  reason,  and  it  was  of 
urgent  gravity.  Putnam  stood  to  lose  his  $48,000  in- 
vestment in  Big  Chrome,  to  say  nothing  of  his  inter- 
est in  Big  Chrome's  hoped-for  profits,  and  perhaps 
v/ould  be  forced  to  refund  the  $100,000  he  had  already 
received  for  his  portion  of  the  mining  machinery,  if 
he  had  refused  to  sign  the  instrument  that  was  tend- 
ered to  him  for  signature  at  the  Bank  on  December 
13,  1963. 

Thus  the  undisputed  evidence  conclusively  estab- 
lished cause  for  Putnam's  execution  of  the  Undertak- 
ing, even  on  the  assumption  that  he  signed  it  as  a  cus- 
toms-release document.  But  as  contended  in  appel- 
lant's opening  brief  (p.  47),  the  issues  of  cause  or 
consideration  should  be  examined  on  the  assumption 
that  the  Undertaking  was  otherwise  a  valid  agree- 
ment, that  is,  on  the  assumption  that  Putnam  signed 
it  on  December  13,  1963  knowing  that  it  was  a  guar- 
anty. Only  in  this  way  can  the  issues  of  cause  or  con- 
sideration be  analyzed  separately  from  the  issue  of 
mistake. 

If  on  December  13,  1963  Putnam  was  asked  to 
sign  as  a  guarantor  of  Big  Chrome's  liability  under 
the  Letter  of  Credit,  and  knowingly  agreed  to  do  so, 
the  uncontrovertible  cause  for  his  execution  of  the 
Undertaking  was,  again,  that  this  would  enable  Big 


Chrome  to  get  possession  of  the  shipping  documents 
and  thus  to  get  the  mining  machinery  through  cus- 
toms and  on  up  to  the  mine  site.  In  view  of  his  major 
involvement  in  the  Big  Chrome  venture,  and  his  stake 
in  its  ultimate  success,  this  was  clearly  ''a  reason  of 
substance"  sufficient  to  induce  him  to  become  a  guar- 
antor of  Big  Chrome.  Indeed  at  that  point  Putnam 
could  not  afford  to  jeopardize  the  venture  by  refusing 
to  become  a  guarantor. 

Defendant's  only  answer  to  this  is  a  somewhat  ob- 
scure contention  that  plaintiff  Bank  ^'acted  wrong- 
fully in  conditioning  the  release  of  the  documents 
upon  the  execution  of  the  trust  receipt"  (Appellee's 
Br.  p.  17).  In  advancing  this  contention,  defend- 
ant concedes  that  the  Bank  was  entitled  to  require  ex- 
ecution of  a  chattel  mortgage  before  releasing  the 
shipping  documents  to  Big  Chrome ;  but  defendant  ar- 
gues that  the  Bank  could  not  substitute  a  trust  re- 
ceipt as  an  interim  security  instrument  (Appellee's 
Br.  pp.  16-17). 

This  ignores  the  fact  that  the  trust  receipt  was 
less  of  a  burden  on  Big  Chrome  than  a  chattel  mort- 
gage would  have  been,  in  that  the  trust  receipt  was 
not  recordable  and  so  did  not  subject  the  mining  ma- 
chinery to  a  lien  valid  against  Big  Chrome's  other 
creditors.  The  parties'  respective  expert  witnesses  on 
Philippines  law  agreed  on  this  (Tr.  pp.  242,  275). 
Thus  the  Bank  was  doing  Big  Chrome  a  favor,  rather 
than  the  opposite,  in  agreeing  to  release  the  shipping 
documents  on  a  trust  receipt. 


Since  the  Bank's  admitted  right  to  demand  a  chat- 
tel mortgage  included  the  lesser  right  to  be  lenient  and 
accept  a  trust  receipt,  defendant's  brief  impliedly  ac- 
knowledges that  the  Bank's  promise  to  release  the 
shipping  docum.ents  on  a  trust  receipt  constituted 
cause  for  Putnam's  execution  of  the  Undertaking. 

With  respect  to  the  issue  of  consideration,  defend- 
ant's brief  ignores  Article  2048  of  the  Philippines 
Civil  Code  (Appellant's  Opening  Br.,  Appendix  B,  p. 
6) ,  which  provides  that  a  "guarantee  is  gratuitous,  un- 
less there  is  a  stipulation  to  the  contrary."  There  is 
no  "stipulation  to  the  contrary"  in  the  Undertaking 
in  this  case,  unless  it  can  be  said  that  the  recital  of 
consideration  therein  is  such  a  stipulation.  But  this 
recital  of  consideration  expressly  includes  "letters  of 
credit .  .  .  that  have  been  .  .  .  granted"  to  Big  Chrome, 
thus  clearly  including  the  Letter  of  Credit  previously 
issued  to  Big  Chrome.  It  follows  that  under  Article 
2048,  consideration  for  the  Undertaking  either  was 
unnecessary,  or  was  supplied  by  the  Bank's  issuance 
of  the  Letter  of  Credit  to  Big  Chrome  on  August  8, 
1963. 

In  appellant's  opening  brief  (p.  53),  we  contended 
that  Bank  of  the  Philippines  v.  Foerster,  49  Phil.  843, 
establishes  that  under  Philippines  law  a  guaranty  of 
a  prior  extension  of  credit  is  valid  and  enforceable, 
without  other  consideration  being  shown,  where  it  is 
clear  that  the  parties  so  intended.  Defendant's  at- 
tempted distinction  of  the  Foerster  case  (Appellee's  Br. 
pp.  15-16)  is  not  valid.  Even  though  Putnam  was  not  an 


officer  of  Big  Chrome,  he  had  a  contractual  responsi- 
bility for  its  financial  affairs ;  and  even  if  for  present 
purposes  we  accept  his  testimony  that  he  was  not  a 
party  to  the  arrangements  for  the  previous  issuance 
of  the  Letter  of  Credit  to  Big  Chrome,  he  admittedly 
had  agreed  to  obtain  a  letter  of  credit.  And  if  we 
again  analyze  the  consideration  issue  separately  from 
the  mistake  issue,  Putnam's  execution  of  the  Under- 
taking, knowing  and  intending  it  as  a  guaranty, 
clearly  was  intended  as  a  guaranty  of  Big  Chrome's 
liability  under  the  previously  issued  Letter  of  Credit. 
Thus  the  facts  here  are  closely  similar  to  those  in 
Foerster. 

Accordingly,  we  renew  our  contention  that,  even 
viewing  the  evidence  and  inferences  favorably  to  de- 
fendant, the  record  conclusively  establishes  that  there 
was  cause,  or  consideration,  or  both,  for  Putnam's  ex- 
ecution of  the  Undertaking.  The  jury's  findings  that 
the  Undertaking  was  without  cause  or  consideration 
are  not  supported  by  any  substantial  evidence  and 
should  be  set  aside. 

B.   Defendant  is  bound  by  the  Undertaking,  even 
if  he  signed  it  without  knowing  its  contents, 
because  of  his  own  negligence. 

We  are  puzzled  by  defendant's  argument  (Appellee's 
Br.  pp.  17-19)  that  the  question  of  defendant's  negli- 
gence is  not  properly  before  this  Court.  On  the  mis- 
take issue,  plaintiff's  motion  for  a  directed  verdict 
was  on  the  ground  that  a  contracting  party  "who  signs 
v/ithout  reading  thereby  takes  the  burden  of  the  obli- 


gation."  This  statement  did  not  use  the  word  "negli- 
gence," but  by  necessary  legal  implication  it  was 
predicated  on  negligence.  That  is,  one  who  elects  to 
sign  a  contract  without  reading  it  is  bound  by  it,  even 
though  he  didn't  know  its  terms,  for  only  one  reason : 
because  he  was  negligent,  and  his  negligence  caused 
his  ignorance  of  the  contract's  terms.  If  such  a  con- 
tracting party  was  not  negligent — if,  for  example,  his 
ignorance  of  the  contract's  terms  was  due  to  fraud  or 
deceit  by  the  other  contracting  party — he  almost  cer- 
tainly will  not  be  bound.  Thus  it  is  only  when  a  con- 
tracting party  was  negligent,  and  because  he  was  neg- 
ligent, in  signing  a  contract  without  reading  it,  that 
he  ''takes  the  burden  of  the  obligation." 

Plaintiff's  contention  in  support  of  its  motion  for 
a  directed  verdict  on  this  issue  was  logically  and 
legally  equivalent  to  a  contention  that  defendant  was 
negligent  when  he  deliberately  elected  not  to  read  the 
Undertaking  before  signing  it,  and  because  of  his  neg- 
ligence must  take  the  burden  imposed  by  the  Undertak- 
ing, even  if  he  didn't  know  its  contents.  This  was  the 
view  of  the  trial  court  (Tr.  p.  339). 

The  crux  of  defendant's  argument  on  the  issue  of 
mistake  (see  pages  20-22  of  Appellee's  Br.)  is  that  the 
jury  "could  have  reasonably  found,"  among  other 
things,  that  when  Putnam  arrived  at  the  Bank  on  De- 
cember 13,  1963  to  sign  some  papers : 

"he  reasonably  understood  that  the  papers 
had  to  be  signed  to  permit  Big  Chrome  to  obtain 
the  necessary  Customs  clearance  and  tax  excep- 
tion for  the  goods.  No  one  told  him  that  the  docu- 
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ment  being  signed  was  a  guaranty  or  undertaking 

...  He  did  not  read  the  document,  but  this  was 

excusable  in  view   of   the   confidence  which  he 

placed  in  Wayne  Fogelstrom.  .  .  ."  (Italics  added) 

Thus  the  defendant  is  arguing  that  although  Put- 
nam admittedly  held  the  instrument  in  his  own  hands, 
observed  that  it  was  entitled  ' 'Undertaking,"  read  its 
first  portion  and  had  time  to  read  all  of  it  if  he  had 
wanted  to,  and  although  Putnam  admitted  that  he 
signed  without  reading  all  of  the  instrument  because 
he  ''had  the  nerve  to,"  nevertheless  the  jury  could  find 
that  Putnam  was  not  negligent  because  of  his  confi- 
dence in  Fogelstrom. 

This  is  an  extraordinary  contention.  If  this  is  the 
law,  a  loan  applicant  can  come  into  a  bank  with  an 
associate  to  apply  jointly  for  a  loan,  sign  the  loan 
documents  without  reading  them,  relying  on  his  co- 
signer's assurance  that  it  is  all  right  to  do  so,  and  thus 
escape  liability  for  repayment  of  the  loan. 

Many  bank  loan  forms  are  much  longer  and  more 
complicated  than  was  the  Undertaking  in  this  case, 
and  it  may  be  that  many  borrowers  sign  such  forms 
without  reading  them,  frequently  on  the  advice  of  as- 
sociates in  v/hom  they  have  confidence;  but  we  know 
of  no  cases,  Philippine  or  American,  excusing  such 
borrowers  from  liability  on  this  account. 

Defendant's  above  contention  should  be  summarily 
rejected. 

As  a  further  answer  on  the  issue  of  mistake,  de- 


fendant  quotes  two  paragraphs  from  the  trial  court's 
opinion  (R.  pp.  84-85),  wherein  the  court  sought  to 
distinguish  between  Putnam's  claim  that  he  did  not 
know  what  kind  of  an  instrument  he  was  signing,  and 
the  claim  som.etimes  made  in  other  cases  that  a  con- 
tracting party  knew  the  nature  of  the  instrument  he 
signed,  but  misunderstood  its  language  (Appellee's  Br. 
pp.  22-23). 

But  the  trial  court's  distinction  is  without  sub- 
stance. In  stating  the  rule  said  to  be  applicable,  the 
court  quoted  from  and  relied  on  the  following  from 
Williston  on  Contracts,  3d  Ed.,  Vol.  1,  Section  95 A: 
*\   .   .   If  without  negligence  on  his  part,   a 
signer  attaches  his  signature  to  a  paper  assuming 
it  to  be  a  paper  of  a  different  character,  the  paper 
is  void.  Such  a  mistake  as  to  the  character  of  the 
instrument  may  relate  to  its  existence  as  a  con- 
tract or  legally  operative  document  of  any  kind, 
or  to  whether  it  is  the  kind  of  contract  or  legal 
document  which  it  purports  or  is  represented  to 
be "  (p.  351)  (Italics  added) 

Both  the  trial  court  and  defendant  apparently  disre- 
garded the  v/ords  'Vithout  negligence,"  which  we 
have  italicized  in  the  above  quotation.  But  these  words 
cannot  be  disregarded.  A  contracting  party  who  signs 
without  knov/ing  the  nature  of  the  instrument  is 
nevertheless  bound  by  it,  if  his  ignorance  is  due  to 
his  own  negligence. 

Accordingly,  we  respectfully  contend  that  Put- 
nam's own  testimony  establishes  that  if  Putnam  signed 
the  Undertaking  without  knowing  that  it  was  a  guar- 
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anty,  his  mistake  was  due  to  his  own  negligence  as 
a  matter  of  law,  and  he  is  therefore  liable  on  the  Un- 
dertaking. 

II.  The  Verdicts  Are  Against  the  Clear  Weight  of  the 

Evidence,  and  the  Trial  Court  Abused  Its  Discretion 

in  Denying  Plaintiff's  Motion  for  a  New  Trial. 

Defendant's  argument  on  the  issue  of  the  trial 
court's  abuse  of  discretion  in  denying  plaintiff's  mo- 
tion for  a  new  trial  (Appellee's  Br.  pp.  26-32)  errone- 
ously assumes  that  the  only  basis  for  plaintiff's  claim 
is  the  court's  statement  (R.  p.  46)  that  "I  personally 
feel  that  the  weight  of  the  evidence  is  in  favor  of  plain- 
tiff's contentions."  But  the  trial  court,  having  made 
this  statement,  then  went  on  to  say : 

"I  do  not  feel  that  anything  would  be  gained 
by  granting  a  new  trial.  The  Court  would  still  be 
faced  with  the  same  legal  issues  as  were  raised 
on  the  pending  motions  and  in  the  former  trial. 
Sooner  or  later,  these  problems  must  be  presented 
to  the  Court  of  Appeals.  To  grant  a  new  trial 
would  only  postpone  the  ultimate  conclusions  of 
the  Court  of  Appeals."  (R.  p.  46;  Appellant's 
Opening  Br.  Appendix  C,  p.  12.  Italics  added.) 

Thus  the  trial  court,  after  finding  that  the  weight  of 
the  evidence  was  in  plaintiff's  favor,  denied  plain- 
tiff's motion  for  a  new  trial  in  order  to  avoid  post- 
poning this  Court's  rulings  on  the  legal  issues.  De- 
fendant's brief  overlooks  this  crucial  point. 

The  Court's  denial  of  plaintiff's  motion  for  a  new 
trial  was  an  abuse  of  discretion  not  merely  because 
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the  Court  had  concluded  that  the  weight  of  the  evi- 
dence was  in  plaintiff's  favor,  but  also  because  the 
denial  was  on  a  legally  untenable  ground. 

As  we  contended  in  appellant's  opening  brief  (p. 
69),  the  fact  that  a  new  trial  would  delay  appellate 
review  of  disputed  legal  questions  is  not  a  valid 
ground  for  denying  a  new  trial  that  is  otherwise  le- 
gally justified.  A  new  trial  will  always  delay  appel- 
late review  of  disputed  legal  questions.  If  this  were 
a  valid  reason  for  denying  a  motion  for  a  new  trial, 
there  would  be  few  cases  in  which  a  new  trial  could 
be  allowed. 

Since  defendant's  brief  does  not  challenge  our 
contention  that  the  verdicts  are  against  the  clear 
weight  of  the  evidence,  this  issue  should  be  resolved 
in  plaintiff's  favor. 

Accordingly,  plaintiff  renews  its  prayers  as  set 
forth  on  page  79  of  its  opening  brief. 
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APPELLANT'S  ANSWERING  BRIEF  ON 
APPELLEE'S  CROSS-APPEAL 


The  issues  presented  on  appellee's  cross-appeal  are 
(1)  whether  the  Undertaking  contained  Putnam's 
advance  consent,  agreeing  that  the  Rizal  Bank  could 
grant  Big  Chrome  extensions  of  time  for  paying  the 
amounts  due  under  the  Letter  of  Credit,  and  (2) 
whether,  as  claimed  by  appellee,  the  undisputed  facts 
show  that  the  Bank  granted  extensions  of  time  to 
Big  Chrome. 

STATEMENT  OF  THE  CASE 

Prior  to  the  opening  of  the  trial  the  Court  con- 
strued the  Undertaking  as  containing  Putnam's  con- 
sent to  granting  Big  Chrome  extensions  of  time  for 
payment.  As  we  will  show,  the  Court's  later  doubts 
on  this  question  are  groundless. 

Upon  Big  Chrome's  initial  default  on  June  29, 
1964,  the  Rizal  Bank's  loan  department  forwarded 
the  Big  Chrome  file  to  its  legal  department  for  fur- 
ther handling  (Tr.  pp.  73,  74).  In  a  series  of  letters 
to  Big  Chrome,  most  of  which  were  written  by  the 
Bank's  resident  attorney,  Rudolpho  Pineda,  the  Bank 
demanded  payment  of  the  amount  due,  and  threat- 
ened legal  proceedings  if  prompt  payment  was  not 
made.  In  its  answering  letters  Big  Chrome  repeatedly 
asked  that  such  proceedings  be  delayed  because  of 
Big  Chrome's  continuing  efforts  to  refinance.   The 
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Bank  acceded  to  these  requests  until  early  in  1966, 
when  it  turned  the  file  over  to  Alberto  Meer,  its  Man- 
ila counsel,  with  instructions  to  proceed  with  litiga- 
tion (Tr.  p.  31). 

The  letters  making  up  the  above  correspondence 
are  in  evidence  in  this  case  as  Exhibits  17a  through 
17u.  We  reviewed  them  in  appellant's  opening  brief 
(pp.  28-31). 

In  defendant's  "Statement  of  the  Facts"  on  this 
issue,  the  claim  is  made  that  in  the  above  correspond- 
ence the  Bank  "extended  additional  time  to  Big 
Chrome  to  make  the  required  payments"  (Appellee's 
Br.  p.  37).  This  is  not  correct.  While  several  of  the 
letters  spoke  loosely  about  additional  time  for  pay- 
ing the  amount  due,  it  is  clear  from  the  general  tenor 
of  the  correspondence  that  Big  Chrome  was  asking  for 
postponements  of  the  Bank's  threatened  litigation,  and 
the  Bank  was  setting  deadlines  after  which  it  would 
proceed  with  litigation. 

QUESTIONS  PRESENTED 

On  this  cross-appeal  the  questions  presented  are  as 
follows : 

1.  Does  the  Undertaking  contain  Putnam's 
consent  allowing  the  Bank  to  grant  Big  Chrome 
extensions  of  time? 

2.  Is  it  so  clear  as  to  be  beyond  dispute  that 
the  Bank  in  its  correspondence  with  Big  Chrome 
(Ex.  17a  through  17u)  granted  Big  Chrome  ex- 
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tensions  of  the  time  for  payment,  so  that  defend- 
ant was  entitled  to  a  directed  verdict  on  this  is- 
sue? 

ARGUMENT 

I.  The  Undertaking  Contained  Putnam's  Consent  Allowing 
the  Barsk  to  Grant  Big  Chrome  Extensions  of  Time. 

On  this  question  several  provisions  of  the  Under- 
taking (Ex.  10;  Appellant's  Opening  Br.,  Appendix 
A)  must  be  examined. 

The  second  paragraph  of  the  instrument  contains 
the  following  language: 

'The  undersigned  expressly  .  .  .  agrees  that 
the  securities  of  every  kind,  that  are  now  and 
may  hereafter  be  left  with  the  RIZAL  COMMER- 
CIAL BANKING  CORPORATION,  its  succes- 
sors, indorsees  or  assigns  as  collateral  to  any  evi- 
dence of  debt  or  obligations  or  upon  which  a  lien 
may  exist  thereto,  may  be  withdrawn  or  surren- 
dered at  any  time,  and  the  time  of  payment  there- 
of extended,  without  notice  to,  or  consent  by  the 
undersigned  .  .  .  ."  (Italics  added.) 

Appellee  contended  in  the  court  below  that  the  an- 
tecedent of  "thereof"  in  the  clause  "and  the  time  of 
payment  thereof  extended"  is  the  phrase  "the  securi- 
ties of  every  kind,"  so  that  this  clause  was  a  consent 
allowing  the  Bank  to  extend  the  time  of  payment  of 
any  securities  left  with  it  as  collateral.  This  conten- 
tion may  have  some  merit  in  terms  of  the  parsing  of 
the  quoted  sentence;  but  it  doesn't  make  any  sense  at 
all  in  the  context  of  this  banking  transaction,  or  in- 
deed of  most  similar  banking  transactions. 
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We  contend,  on  the  contrary,  that  the  antecedent 
of  ^'thereof"  in  the  above  clause  is  "evidences  of  debt 
or  obligations."  That  is,  we  read  this  provision  as  an 
agreement  that  securities  held  as  collateral  for  evi- 
dences of  debt  or  obligations  may  be  withdrawn  or 
surrendered,  and  that  the  time  of  payment  of  the  evi- 
dences of  debt  or  obligations  may  be  extended,  with- 
out notice  to  or  consent  of  the  undersigned.  As  thus 
read,  the  clause  ''and  the  time  of  payment  thereof  ex- 
tended" has  a  practical  meaning  and  effect. 

In  support  of  this,  we  point  out  that  securities 
held  by  a  bank  as  collateral  are  not  normally  paid  to 
it.  And  if  in  a  rare  case  a  bank  is  offered  a  security 
as  collateral  that  will  mature  while  being  held,  any 
prospect  that  at  its  maturity  the  issuer  may  have  to 
ask  for  an  extension  of  the  time  for  payment  would 
probably  persuade  the  bank  that  the  security  was  of 
dubious  value  as  collateral,  and  the  bank  would  prob- 
ably demand  that  the  borrower  supply  substitute  col- 
lateral. In  short,  we  can  conceive  of  no  circumstances 
in  which  a  bank  would  foresee  that  it  would  routine- 
ly want  to  grant  time  extensions  to  the  issuers  of  se- 
curities held  as  collateral. 

And  in  any  event,  granting  an  extension  of  the 
time  for  paying  a  security  held  by  a  bank  as  collateral 
for  a  loan  would  not  extinguish  the  liability  of  a 
guarantor  of  the  loan.  Under  Article  2079  of  the 
Civil  Code  of  the  Philippines  (Appellant's  Opening 
Br.,  Appendix  B,  p.  6),  it  is  an  extension  granted  to 
the  debtor  without  a  guarantor's  consent  that  extin- 
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guishes  the  guaranty.  Thus  an  advance  consent  from 
a  guarantor  allowing  the  bank  to  grant  extensions  of 
time  to  the  issuers  of  securities  held  as  collateral 
would  be  meaningless. 

We  submit,  therefore,  that  the  clause  "and  the 
time  of  payment  thereof  extended"  in  the  Undertak- 
ing in  this  case  should  be  construed  as  Putnam's  con- 
sent allowing  the  Bank  to  extend  Big  Chrome's  pay- 
ment times. 

It  may  be  noted  that  the  plaintiff's  expert  witness 
on  Philippines  law,  Alberto  Meer,  testified  that  in  his 
opinion  the  quoted  clause  should  be  so  construed  (Tr. 
p.  266). 

The  next  clause  in  the  same  paragraph  of  the  Un- 
dertaking, wherein  it  is  agreed  that  the  liability  on 
the  guarantee  is  to  be  "solidary,  direct  and  immedi- 
ate" denies  to  the  guarantor  the  right  of  "excussion" 
under  the  Civil  Code,  that  is,  the  right  to  require  that 
the  principal  debtor's  assets  be  exhausted  before  re- 
course is  sought  under  the  guaranty.  This  is  not  in 
issue  here. 

The  last  clause  in  this  paragraph  of  the  Undertak- 
ing reads  as  follows : 

"and  the  undersigned  will  at  any  time  on  demand 
pay  to  the  RIZAL  COMMERCIAL  BANKING 
CORPORATION  the  above-mentioned  obligation 
of  the  principal." 

While  this  clause  does  not  deal  directly  with  the  ef- 
fect of  time  extensions  on  the  guarantor's  liability,  it 
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reiterates  and  strengthens  the  overall  purpose  of  the 
instrument,  that  that  liability  is  to  be  absolute  and 
unqualified.  The  promise  in  this  clause  is  that  after 
the  principal  obligation  becomes  due,  the  guarantor 
will  pay  it  ^'at  any  time  on  demand." 

The  next  paragraph  of  the  Undertaking  is  of  di- 
rect importance  here.  It  reads  as  follows: 

"The  herein  undersigned  shall  be  released 
from  its  liability  under  this  guaranty  only  after 
the  principal  or  said  undersigned  has  fully  paid 
or  satisfied  its  above-mentioned  obligations  with 
the  RIZAL  COMMERCIAL  BANKING  CORPO- 
RATION." 

The  plain  meaning  of  this  provision  is  that  only  one 
thing  can  release  the  guarantor  from  his  liability: 
full  payment  of  the  debt  by  either  the  principal  or  the 
guarantor.  As  stated  by  Alberto  Meer,  plaintiff's  ex- 
pert witness,  this  provision  "brushes  aside  all  forms 
of  extinguishment  of  the  guarantee";  it  "clinches  the 
waivers  indicated  in  the  second  paragraph,  the  us- 
ual waiver  of  notice  of  dishonor  or  protest,  extension 
of  payment,  and  the  usual  commercial  forms  of  waiv- 
er that  banks  use  in  our  jurisdiction"  (Tr.  p.  265). 

In  its  Opinion  and  Order  Denying  Plaintiff's  Mo- 
tions for  Judgment  N.O.V.,  or  for  New  Trial  (R.  p. 
81;  Appellant's  Opening  Br.,  Appendix  C),  the  Trial 
Court  for  the  first  time  expressed  doubt  about  the 
correctness  of  this  interpretation.  The  court's  doubts 
were  on  two  grounds,  neither  of  which  has  merit. 

In  the  first  place,  the  court  suggested  that 
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''a  voluntary  release  is  to  be  distinguished  from 
a  situation  where  the  liability  is  extinguished  due 
to  a  failure  to  obtain  the  guarantor's  consent  to 
an  extension  of  time,  and  that  such  a  release  is 
involuntary  and  occurs  by  operation  of  law." 
(Appellant's  Opening  Br.,  Appendix  C,  p.  13). 

Apparently  the  court  meant  by  this  that  the  provision 
in  question  applies  only  to  a  voluntary  release,  and  is 
not  applicable  to  an  involuntary  release  by  operation  of 
law. 

One  v/onders  what  kind  of  a  'Voluntary  release" 
would  be  covered  by  the  provision.  Obviously  it  would 
have  to  be  a  voluntary  release  by  the  act  of  the  Bank. 
Thus  the  court  is  suggesting  that  this  provision  is  an 
agreement  by  Putnam  that  if  the  Bank  voluntarily 
releases  Big  Chrome  or  him  before  the  Bank  is  paid 
in  full,  Putnam  shall  nevertheless  not  be  released  un- 
til the  Bank  receives  full  payment.  This  is  contradic- 
tory and  confusing,  and  there  is  no  basis  for  the 
court's  suggestion  that  this  provision  does  not  apply 
to  involuntary  releases  by  operation  of  law. 

In  the  second  place,  the  court  said: 

"Moreover,  I  am  now  impressed  with  the  ar- 
gument that  the  particular  provision  was  inserted 
to  make  it  clear  that  the  right  of  division — that 
is,  the  right  to  divide  the  amount  of  the  indebt- 
edness among  the  guarantors— did  not  exist.  By 
this  language,  the  bank  was  making  it  clear  that 
it  was  not  obligated  to  give  a  release  until  the 
principal,  or  the  guarantor,  paid  the  indebtedness 
in  full."  (Appendix  C,  p.  13) 
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The  first  objection  to  this  is  that  the  right  of  di- 
vision does  not  exist  if  solidarity  has  been  expressly 
stipulated  (Civil  Code,  Art.  2065),  as  it  was  in  the 
undertaking.  Therefore  this  provision  was  wholly  un- 
necessary as  a  denial  of  the  right  of  division. 

Apart  from  this,  however,  we  can  find  nothing  in 
the  language  of  this  provision  that  limits  its  effect  to 
a  denial  of  the  right  of  division.  The  language  in 
question  is  all-inclusive  in  its  tenor  and  effect.  The 
undersigned  guarantor  is  to  be  released  only  after 
the  principal  or  the  guarantor  has  been  paid  in  full. 

Radio  Corporation  of  the  Philippines  v.  Roa,  62 
Phil.  211  (1935),  cited  by  the  court  in  connection 
with  its  discussion  of  this  provision,  does  not  deal 
with  such  a  provision,  and  in  no  way  supports  the 
court's  construction  thereof. 

Accordingly  we  contend  that  the  Undertaking 
taken  as  a  whole  clearly  contains  Putnam's  advance 
consent,  allowing  the  Bank  to  extend  Big  Chrome's 
times  for  payment. 

II.  The  Bank's  Correspondence  with  Big  Chrome  (Ex.  17a 

through  17u)  Did  Not  Grant  Big  Chrome  Extensions 

of  the  Times  for  Payment. 

Article  2079  of  the  Civil  Code  (Appellant's  Open- 
ing Br.,  Appendix  B,  p.  6)  provides  as  follows: 

"An  extension  granted  to  the  debtor  by  the 
creditor  without  the  consent  of  the  guarantor  ex- 
tinguishes the  guaranty.  The  mere  failure  on  the 
part  of  the  creditor  to  demand  payment  after 
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the  debt  has  become  due  does  not  of  itself  con- 
stitute any  extension  of  time  referred  to  herein." 

The  Philippines  case  principally  relied  upon  by 
defendant  on  this  issue,  Radio  Corporation  of  the 
Philippines  v.  Roa,  62  Phil.  211  (1935),  establishes 
that  under  Philippines  law  an  extension  of  time 
granted  to  the  debtor  will  not  extinguish  a  guaranty 
unless  it  is  contractual,  that  is,  unless  it  is  binding 
and  enforceable  against  the  debtor.  In  the  Radio  Cor- 
poration case  the  court  said  that  it  is  when  the  cred- 
itor ''by  positive  contract"  extends  the  debtor's  pay- 
ment that  the  guarantor  is  discharged.  62  Phil,  at  217. 
In  another  case  the  Philippines  court  said  that  for  the 
guarantor  to  be  discharged,  the  time  extension  "must 
of  necessity  be  based  on  some  new  agreement  be- 
tween the  creditor  and  principal  debtor,  by  virtue  of 
which  the  creditor  deprives  himself  of  his  right  to 
immediately  bring  an  action  for  the  enforcement  of 
his  claim."  Hongkong  &  Shanghai  Banking  Corpora- 
tion V.  Aldecoa  &  Co.,  30  Phil.  255,  269  (1915). 

The  Bank's  correspondence  with  Big  Chrome  in 
Exhibits  17a  through  17u  falls  far  short  of  showing 
a  "positive  contract"  for  a  time  extension. 

Throughout  this  correspondence,  the  Bank  was  re- 
peatedly threatening  legal  action  against  Big  Chrome, 
and  then,  in  response  to  Big  Chrome's  pleas  for  more 
time  within  which  to  complete  its  claimed  refinanc- 
ing, imposing  a  succession  of  deadlines  for  payment  by 
Big  Chrome  if  it  would  avoid  litigation. 
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For  example  in  Exhibit  17d,  dated  November  13, 
1954,  Big  Chrome  urged  the  Bank  ''to  extend  us  your 
further  consideration  by  not  pressing  us  for  the  pay- 
ment of  your  account  at  this  time."  In  Exhibit  17e, 
dated  November  16,  1964,  the  Bank  answered  that 
"we  are  giving  in  to  your  request  for  extension  but 
only  up  to  December  15,  1964."  While  this  letter 
speaks  of  an  ''extension"  and  (in  the  next  paragraph) 
of  an  "extension  for  payment,"  it  is  not  a  "positive 
contract,"  i.e.,  a  novation,  changing  the  due  date  of 
any  payment.  In  the  first  place.  Big  Chrome  had  not 
requested  that  a  due  date  be  changed,  but  only  that 
the  Bank  not  press  it  at  this  time;  and  the  Bank's 
answer  was  merely  responsive  to  this  request.  In  the 
second  place,  the  Bank's  letter  cannot  have  been  in- 
tended as  a  novation,  changing  the  due  date  of  an  in- 
stallment, because  no  installment  is  identified  as  be- 
ing extended.  Which  installment  is  meant?  Was  it  the 
first  installment,  which  Big  Chrome  should  have  paid 
on  May  29,  1964,  and  which  became  delinquent  on 
June  29,  1964?  If  so,  was  the  interest  for  the  inter- 
vening months  being  forgiven?  Or  was  it  the  second 
installment,  which  was  not  yet  due,  but  which  in  fact 
became  due  about  two  weeks  later? 

In  this  connection  we  note  defendant's  argument 
(Appellee's  Br.  p.  42)  that  Big  Chrome's  default  on 
the  first  installment  triggered  an  automatic  acceler- 
ation, making  the  entire  account  immediately  due  and 
payable  in  full.  We  agree  that  the  Bank  was  entitled 
to  such  acceleration  under  the  terms  on  which  the  Let- 
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ter  of  Credit  was  issued.  But  it  elected  not  to  demand 
acceleration.  Pineda's  letter  of  October  2,  1964  (Ex. 
17a)  threatened  acceleration,  but  this  threat  was 
not  carried  out  until  1966.  The  fact  is  that  the  Bank 
has  not  claimed  and  does  not  claim  interest  on  the 
full  face  amount  of  the  Letter  of  Credit  (less  the  time 
deposit)  since  June  29,  1964,  as  it  would  have  if  the 
loan  had  been  accelerated  on  that  date. 

In  this  respect  the  Bank's  November  16,  1964  let- 
ter (Ex.  17e)  should  be  compared  with  the  letter 
which  was  held  to  be  *'a  positive  contract"  in  the  Ra- 
dio Corporation  case.  In  the  latter  case,  the  debtor 
requested  and  the  creditor  agreed  to  a  specified  ex- 
tension of  a  specified  future  installment. 

Moreover,  there  was  absolutely  no  consideration  for 
the  Bank's  claimed  extension  in  this  case.  In  the  Radio 
Corporation  case  the  debtor  at  least  made  a  new  prom- 
ise to  pay  the  deferred  installment  on  the  extended 
date.  In  this  case,  however.  Big  Chrome  promised  noth- 
ing in  return  for  the  purported  extension. 

We  strongly  contend  that  the  Bank's  November 
16,  1964  letter  was  not  a  novation,  but  only  a  desig- 
nation of  December  15,  1964  as  the  deadline  before 
which  Big  Chrome  must  put  its  account  in  order  if  it 
would  avoid  foreclosure  or  other  legal  proceedings. 

Substantially  the  same  analysis  is  applicable  to 
Big  Chrome's  letter  dated  February  15,  1965  (Ex. 
17h)  and  the  Bank's  answer  dated  February  24, 
1965  (Ex.  17i).  In  Exhibit  17h,  Big  Chrome  said,  ''we 
would  like  to  request  your  goodselves  to  bear  with  our 
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situation  a  little  while  longer  and  grant  us  enough 
time  to  finalize  all  these  transactions."  In  Exhibit  17i, 
the  Bank  answered  that 

''considering  your  present  predicament  and  the 
assurance  that  you  will  settle  this  matter  to  our 
satisfaction,  we  are  giving  you  30  days  from  date 
hereof  to  comply  with  it  so  that  after  the  expira- 
tion of  the  above-mentioned  period  we  shall  feel 
free  to  seek  court  action  in  order  to  protect  the 
interest  of  the  Bank." 

At  this  time  both  the  first  and  second  installments 
under  the  Letter  of  Credit  were  in  default.  The  third 
installment  would  become  due  late  in  May  1965. 

For  the  reasons  stated  above,  we  contend  that  the 
Bank's  letter  of  February  24,  1965  (Ex.  17i)  was  not 
a  novation,  fixing  a  new  date  for  any  installment  un- 
der the  Letter  of  Credit,  but  was  merely  a  statement 
of  a  new  deadline  after  which  the  Bank  would  sue  if 
the  account  was  not  then  settled. 

These  comments  also  apply  to  the  Bank's  letters 
of  March  10,  1965  (Ex.  17k),  May  7,  1965  (Ex. 
17m),  and  June  16,  1965  (Ex.  17o). 

In  support  of  our  contention  that  the  Bank's  let- 
ters to  Big  Chrome  discussed  above  did  not  constitute 
novations,  extending  the  time  of  payment  of  any  in- 
stallment, we  point  out  that  in  its  demands  for  pay- 
ment sent  to  Big  Chrome  and  to  the  guarantors,  and 
in  its  statements  of  the  Big  Chrome  account  through- 
out this  litigation,  the  Bank  has  consistently  computed 
interest  from  the  original  due  dates  for  each  install- 
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ment,  rather  than  from  any  extended  date;  thus  con- 
firming that  it  did  not  intend  to  agree  to  any  time 
extensions.  And  neither  Big  Chrome  nor  Putnam  has 
ever  claimed  that  the  interest  should  have  been  com- 
puted from  an  extended  date. 

At  the  very  least,  the  meaning  and  effect  of  the 
Bank's  said  letters  was  a  vigorously  disputed  ques- 
tion for  the  jury.  Defendant  certainly  was  not  en- 
titled to  a  directed  verdict  on  such  a  question. 

CONCLUSION 

For  the  reasons  set  forth  above,  the  Undertaking 
should  be  construed  as  containing  Putnam's  advance 
consent,  allowing  the  Bank  to  grant  Big  Chrome  ex- 
tensions of  the  time  its  payments  were  due;  and  in 
any  event,  defendant  clearly  was  not  entitled  to  a 
directed  verdict  on  the  ground  that  time  extensions 
were  granted  to  Big  Chrome,  extinguishing  defend- 
ant's liability  as  a  guarantor. 

Respectfully  submitted, 

Allan  Hart 

Lindsay,  Nahstoll,  Hart,  Dafoe 
&  Krause 
Attorneys  for  Plaintiff -Appellant 
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for  the  Ninth  Circuit 


RIZAL  COMMERCIAL  BANKING 
CORPORATION,  a  corporation, 

V. 

NED  PUTNAM, 


Appellanty 


Appellee, 


APPELLEE'S  REPLY  BRIEF  UPON  CROSS-APPEAL 


Appeal  from  the  United  States  District  Court 
for  the  District  of  Oregon 

Honorable  John  F.  Kilkenny,  Judge 


INTRODUCTION 

Defendant  agrees  with  the  issues  stated  by  plain- 
tiff with  respect  to  appellee's  cross-appeal  (App.  Re- 
ply Br.  pp.  12-14).  A  fair  reading  of  plaintiff's  an- 
swering brief  upon  the  cross-appeal  shows  that  plain- 
tiff would  concede  that  if  the  Undertaking  did  not 
contain  Putnam's  advance  consent,  and  if  the  record 
did  show  beyond  dispute  that  the  plaintiff  did  grant 


one  or  more  extensions  of  time  for  payment  to  Big 
Chrome,  then  the  district  court  erred  in  failing  to  di- 
rect a  verdict  for  defendant  under  Philippine  law. 

ARGUMENT 
I 

The  Undertaking  Can  Not  Be  Extended  Beyond  its 

Clear  Terms  and  Must  Be  Strictly  Construed 

in  Favor  of  Defendant 

In  defendant's  opening  brief  upon  cross-appeal,  the 
Court's  attention  was  directed  to  Article  2055  of  the 
Civil  Code  of  the  Philippines  which  states:  "A  guar- 
anty is  not  presumed;  it  must  be  express  and  cannot 
extend  to  more  than  what  is  stipulated  therein."  Pur- 
suant to  this  mandate,  the  Philippine  Supreme  Court 
has  refused  to  extend  a  guaranty  '\  .  .  farther  than 
the  clear  terms  of  the  contract  of  guarantee  by  mere 
implications."  (Solon  V.  Solon,  64  Phil.  729,  734) 

Plaintiff  does  not  take  issue  with  this  rule  of  strict 
construction  which  favors  defendant.  Nevertheless, 
plaintiff  advances  three  separate  arguments  to  the 
effect  that  the  Undertaking  contained  a  ''built-in" 
consent  by  defendant  to  allow  plaintiff  to  grant  Big 
Chrome  extensions  of  time  for  payment,  without 
thereby  releasing  defendant: 

(1)  First,  plaintiff  points  to  the  second  para- 
graph of  the  instrument  and,  particularly,  to  the 
phrase,  ''and  the  time  of  payment  thereof  extended." 
Plaintiff  notes  that  in  the  district  court  defendant 
contended  that  the  antecedent  of  "thereof"  is  the 
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phrase  "the  securities  of  every  kind,"  so  that  the 
clause  gave  the  plaintiff  the  right  to  extend  the  time 
of  payment  of  any  securities  left  with  it  as  collateral, 
without  first  obtaining  defendant's  consent.  In  fact, 
that  defendant's  construction  of  the  phrase  is  the 
only  fair  and  reasonable  interpretation  may  be  in- 
ferred from  the  fact  that  the  district  court  did  not 
allude  to  plaintiff's  strained  construction  in  the 
court's  pretrial  memorandum  (R.  pp.  7-8),  or  in  its 
opinion  denying  defendant's  motion  for  a  directed  ver- 
dict (R.  pp.  86-87).  Even  plaintiff's  counsel  agrees 
that  defendant's  interpretation  "...  may  have  some 
merit  in  terms  of  the  parsing  of  the  quoted  sentence" 
(App.  Reply  Br.  p.  14). 

Plaintiff  maintains  that  the  defendant's  construc- 
tion limiting  the  express  consent  to  extensions  of  time 
with  respect  to  pledged  collateral  does  not  make  any 
sense  at  all  in  the  context  of  ordinary  Philippine 
banking  transactions.  Plaintiff  further  states  "...  an 
advance  consent  from  a  guarantor  allowing  the  bank 
to  grant  extensions  of  time  to  the  issuers  of  securi- 
ties held  as  collateral  would  be  meaningless"  (App. 
Reply  Br.  p.  16). 

Quite  to  the  contrary,  as  pointed  out  by  defend- 
ant's counsel  (Tr.  pp.  13-15),  the  provision  is  neces- 
sary as  to  such  collateral  since  under  Philippine  law 
the  bank  could  not  foreclose  pledged  items  without 
risking  the  extinguishment  of  the  principal  obligation, 
and  the  guarantor's  accessory  liability  thereon.  Arti- 
cle 2115  of  the  Civil  Code  of  the  Philippines  clearly 
states,  in  part : 


"The  sale  of  the  thing  pledged  shall  extin- 
guish the  principal  obligation,  whether  or  not  the 
proceedings  of  the  sale  are  equal  to  the  amount  of 
the  principal  obligation,  interest  and  expenses  in 
a  proper  case.  .  .  .'' 

(2)  Plaintiff  further  quotes  the  phrase  in  the  Un- 
dertaking that  the  guarantor  "...  will  at  any  time 
on  demand  pay  to  .  .  ."  plaintiff  the  above-mentioned 
obligation  of  the  principal.  However,  it  is  conceded 
that  this  clause  "...  does  not  deal  directly  with  the 
effect  of  time  extensions  on  the  guarantor's  liability" 
(App.  Reply  Br.  p.  16). 

(3)  Plaintiff's  principal  reliance  is  upon  the  last 
paragraph  of  the  Undertaking  which  states  that  the 
guarantor  shall  be  released  from  its  liability  only  after 
the  principal  or  the  guarantor  has  fully  paid  or  sat- 
isfied its  above-mentioned  obligations  with  plaintiff. 
Prior  to  the  trial,  the  district  court  did  construe  this 
language  as  giving  plaintiff  the  right  to  extend  the 
time  of  payment  of  the  obligation  without  defendant's 
consent  (R.  p.  7).  After  considering  the  testimony 
and  the  post-trial  motions,  the  court  stated:  "Quite 
candidly,  I  now  doubt  the  validity  of  that  ruling"  (R. 
p.  82)  and  then  stated  in  some  detail  (R.  pp.  86-87) 
the  reasons  for  the  court's  doubts  under  Philippine 
law.  The  one  obvious  argument  bolstering  the  trial 
court's  opinion  on  this  question  is  that  the  last  para- 
graph of  the  Undertaking  does  not  express  in  clear 
language  a  consent  by  the  guarantor  to  the  bank  to 
extend  time  for  payment  by  the  principal  debtor.  Un- 
der the  Philippine  law,  above  cited,  such  consent  can- 


not  be  deduced  by  implication,  or  by  contending,  in 
plaintiff's  words,  that  "...  the  Undertaking  taken 
as  a  whole  clearly  contains  Putnam's  advance  consent 
.  .  .*'  (App.  Reply  Br.  p.  19). 

Finally,  in  its  construction  of  the  Undertaking, 
this  Court  should  follow  the  admonition  of  Article 
1377  of  the  Civil  Code  of  the  Philippines  [formerly 
Article  1288] :  "The  interpretation  of  obscure  words 
or  stipulations  in  a  contract  shall  not  favor  the  party 
who  caused  the  obscurity."  As  the  trial  court  stated: 
".  .  .  the  language  of  a  contract  should  be  construed 
against  the  person,  such  as  the  plaintiff,  employing 
the  language"  (R.  p.  8). 

II 

The  Bank's  Correspondence  with  Big  Chrome  (Exs.  17(a)- 

17(u))  ClearSy  Shows  That  it  Granted  Big  Chrome 

One  or  More  Extensions  of  Time  for  Payment 

Plaintiff's  first  contention  is  that  the  above  cor- 
respondence fails  to  show  any  positive  contract  be- 
tween plaintiff  and  Big  Chrome  for  an  extension  of 
time  for  payment,  but  rather  that  the  plaintiff  im- 
posed "...  a  succession  of  deadlines  for  payment  by 
Big  Chrome  if  it  v/ould  avoid  litigation"  (App.  Reply 
Br.  p.  20). 

The  short  answer  is  that  Big  Chrome's  first  letter 
of  October  14,  1964  requested  ".  .  .  your  further  and 
kind  consideration  to  allow  us  thirty  days  from  date 
hereof  within  which  to  pay  the  first  or  all  amortiza- 
tions on  our  L/C  63/252  (DEF)  for  the  machinery 


and  equipment  we  imported  through  your  Bank"  (Ex. 
17(b)).  The  answer  to  this  request  for  extension  of 
time  for  payment  is  contained  in  the  letter  of  No- 
vember 16,  1964,  written  to  Big  Chrome  by  plaintiff's 
president,  stating  in  part:  ".  .  .  please  be  informed 
that  we  are  giving  in  to  your  request  for  extension 
but  only  up  to  December  15,  1964.  .  .  .  Suffice  it  to 
say  that  in  granting  you  this  last  extension  for  pay- 
ment, we  are  relying  solely  on  the  good  faith  and  in- 
tegrity of  the  persons  who  are  in  the  reins  of  Big 
Chrome  Exploration  Co.,  Inc.  Confident  that  your  ob- 
ligation will  be  met  within  the  above  period,  we  look 
forward  to  more  banking  transactions  with  you"  (Ex. 
17(e)).  In  its  reply  dated  November  27,  1964,  Big 
Chrome  acknowledged  the  ''.  .  .  extension  of  time  for 
the  payment  of  our  overdue  amortization  which  you 
have  graciously  granted  us  and  for  which  we  wish  to 
extend  our  thanks  .  .  ."  (Ex.  17(f)). 

Thus,  even  though  the  further  extensions  of  time, 
evidenced  by  Exhibits  17 (i),  17  (k),  17  (m)  and 
17  (o),  be  construed  merely  as  stating  deadlines  *'be- 
fore  which  Big  Chrome  must  put  its  account  in  order 
if  it  would  avoid  foreclosure  or  other  proceedings" 
(App.  Reply  Br.  p.  22),  the  above-quoted  November 
16,  1964  letter  and  its  acknowledgment  by  Big 
Chrome,  under  date  of  November  27,  1964,  did  con- 
stitute a  ''positive  contract"  for  a  time  extension 
within  the  governing  case  of  Radio  Corporation  of  the 
Philippines  v.  Roa,  62  Phil.  211. 

In  that  case,  it  was  held  that  the  act  of  Radio 


Corporation  in  extending  the  payment  of  an  install- 
ment for  some  sixty  days,  without  the  consent  of  the 
guarantors,  constituted  in  fact  an  extension  of  the 
whole  amount  of  the  indebtedness,  where  there  was  an 
automatic  acceleration  clause,  as  by  that  extension 
the  plaintiff  could  not  have  filed  an  action  for  the 
collection  of  the  whole  indebtedness  until  after  the  ex- 
tended date.  Therefore,  the  guarantors  were  dis- 
charged pursuant  to  Article  2079  of  the  Civil  Code  of 
the  Philippines. 

The  similarities  between  the  Radio  Corporation 
case  and  the  case  at  bar  are  striking.  In  both  cases, 
there  was  a  request  by  the  principal  debtor  for  an 
extension  of  time  for  payment  of  an  installment,  and 
an  automatic  acceleration  clause  making  the  princi- 
pal amount  due  and  payable  in  full  upon  failure  to 
pay  any  one  installment  (Ex.  5,  R.  p.  12).  In  nei- 
ther case  had  the  guarantor  consented  to  the  time  ex- 
tension. 

Obviously,  plaintiff  cannot  avoid  the  impact  of 
the  Radio  Corporation  case  by  claiming  that  it  elected 
not  to  demand  acceleration.  As  the  Philippine  court 
stated  in  that  case  (62  Phil,  at  pp.  216-217)  ".  .  . 
under  the  express  provision  of  the  contract,  quoted 
above,  the  whole  unpaid  balance  automatically  be- 
comes due  and  payable  upon  failure  to  pay  one  install- 
ment." In  the  case  at  bar,  the  principal  balance  be- 
came due  and  payable  upon  Big  Chrome's  failure  to 
pay  the  first  installment  on  June  28,  1964  (Tr.  pp. 
72-73). 


Plaintiff  also  claims  that  there  was  no  considera- 
tion for  plaintiff's  extension  of  time  for  payment  and 
that  Big  Chrome  promised  nothing  in  return  (App. 
Reply  Br.  p.  22).  Big  Chrome's  letters  are  to  the  con- 
trary. The  letter  dated  October  14,  1964  (Ex.  17(b)) 
stated  in  part: 

''We  therefore,  assure  your  Bank  that  with 
the  little  more  time  we  are  herein  requesting,  we 
hope  to  settle  our  obligation  in  full.  We  would 
like  to  make  mention  that  whether  we  obtain 
our  loan  from  the  DBF  or  from  other  sources,  we 
shall  have  to  pay  the  amount  due  your  Bank  in 
one  lump  sum  inasmuch  as  we  have  to  mortgage 
all  our  machinery  and  equipment  to  the  finan- 
ciers." 

The  next  letter,  dated  November  13,  1964  (Ex. 
17(d)),  again  stated  Big  Chrome's  purpose  to  pay 
"our  account  with  your  bank  in  full." 

Plaintiff's  reply,  dated  November  16,  1964  (Ex. 
17(e))  noted  the  Bank's  confidence  "that  your  obli- 
gation will  be  met  within  the  above  period  (Decem- 
ber 15,  1964]." 

Finally,  plaintiff  suggests  that  defendant  was  not 
entitled  to  a  directed  verdict  because  "...  the  mean- 
ing and  effect  of  the  Bank's  said  letters  was  a  vig- 
orously disputed  question  for  the  jury"  (App.  Reply 
Br.  p.  24). 

At  the  trial,  the  author  of  most  of  the  bank's  let- 
ters, Mr.  Pineda,  admitted  that  many  of  the  letters 
gave  Big  Chrome  additional  time  to  pay  (Tr.  pp.  118- 
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121).  With  reference  to  the  crucial  letter  of  Novem- 
ber 16,  1964  (Ex.  17(e)),  the  witness  gave  an  af- 
firmative answer  to  the  question:  "The  letter  speaks 
for  itself,  doesn't  it,  Mr.  Pineda?"  There  can  be  no 
issue  of  fact  as  to  Mr.  Pineda's  authority.  On  recross- 
examination,  he  admitted  that  in  writing  the  letters 
to  Big  Chrome  he  consulted  with  the  plaintiff's  pres- 
ident, Mr.  Sison,  and  was  just  carrying  out  his  in- 
structions (Tr.  p.  127). 

In  any  event,  in  the  absence  of  any  latent  ambi- 
guity in  the  writing,  the  general  rule  is  applicable 
here  that  where  the  determination  of  a  case  depends 
upon  the  construction  of  written  correspondence,  and 
there  is  no  other  evidence  from  which  different  infer- 
ences can  be  drawn,  it  is  the  court's  duty  on  motion 
to  direct  a  verdict  {Zehr  v.  Wardall,  134  F.2d  805, 
809  (C.A.  6);  see:  Crowe  v.  Gary  State  Bank,  123 
F.2d  513  (C.A.  7) ;  Equitable  Life  Assur.  Soc,  v. 
Wells,  101  F.2d  608  (C.A.  5) ;  cf.  Quon  v.  Niagara 
Fire  Ins.  Co.  of  New  York,  190  F.2d  257  (C.A.  9) ; 
see  also  9  Wigmore  on  Evidence,  (Third  Edition) 
§2556,  pp.  522-524). 

To  summarize,  the  trial  court  was  correct  in  hold- 
ing that  "...  there  is  no  question  but  that  an  exten- 
sion of  time  was  actually  granted  and  that  defendant 
did  not  consent  to  such  extension  or  extensions"  (R. 
p.  86).  Since  the  Undertaking  cannot  be  construed  to 
contain  a  "built-in"  consent  to  extensions  of  time,  the 
Philippine  law  and,  in  particular,  the  case  of  Radio 
Corporation  of  the  Philippines  v.  Roa,  62  Phil.  211, 
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required  the  trial  court's  determination  under  Rule 
44.1  F.R.C.P.  that  defendant's  motion  for  a  directed 
verdict  should  have  been  allowed. 

CONCLUSION 

Irrespective  of  plaintiff's  appeal,  and  for  the  rea- 
sons stated  above  and  heretofore  briefed  in  defend- 
ant's opening  brief  upon  cross-appeal,  the  judgment 
for  defendant  should  be  affirmed,  with  costs  to  de- 
fendant. 

Respectfully  submitted, 

Cleveland  C.  Cory 
Clarence  R.  Wicks 
Don  H.  Marmaduke 
Attorneys  for  Appellee 
and  Cross-Appellant 
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No.  23019 
IN  THE 


United  States  Court  of  Appeals 

FOR  THE  NINTH  CIRCUIT 


Baker  Commodities,  Inc.,  a  California  Corporation, 

Appellant, 

vs. 

Commissioner  of  Internal  Revenue, 

Appellee. 


On  Petition  for  Review  of  the   Decision  of  the  Tax  Court 
of  the  United  States. 


BRIEF  FOR  APPELLANT. 


JURISDICTION. 

This  case  comes  before  the  court  by  virtue  of  appel- 
lant's petition  for  review  of  a  decision  of  the  Tax 
Court  of  the  United  States  entered  February  27,  1968. 
[T.  162].^  The  petition  for  review  was  timely  filed 
with  the  Clerk  of  the  Tax  Court  in  March  28,  1968. 
[T.  164.] 

The  Findings  of  Fact  and  Opinion  of  the  Tax  Court 
[T.  86-156]   were  filed  February  23,   1967,  and  offi- 


^The  designation  "T."  refers  to  the  Transcript  of  Record, 
Volume  One,  consisting  of  documents  filed  with  the  Clerk  of  the 
Tax  Court,  including  the  Findings  of  Fact  and  Opinion  of  the 
court.  The  designation  "R."  refers  to  the  Reporter's  Transcript 
of  proceedings  before  the  court. 


dally  reported  at  48  T.C.  No.  39."  The  Tax  Court's 
decision  upheld  appellee's  determination  of  deficiencies 
against  appellant  to  the  extent  of  $291,237.69  for  the 
taxable  year  ended  June  30,  1962,  and  $137,732.54  for 
the  taxable  year  ended  June  30,  1963.     [T.  162-163.] 

Appellant  is  a  CaHfornia  corporation,  with  its  prin- 
cipal office  in  Los  Angeles.  Appellant  filed  its  income 
tax  returns  for  the  years  in  question  with  the  District 
Director  of  Internal  Revenue  at  Los  Angeles.  Juris- 
diction and  venue  are  conferred  upon  this  court  by  26 
U.S.C.  7482  and  7483.  Jurisdiction  was  conferred  on 
the  Tax  Court  by  26  U.S.C.  6213  and  7442. 

QUESTIONS  PRESENTED. 

This  appeal  challenges  the  correctness  of  the  Tax 
Court's  holding  that  appellant  was  properly  denied  a 
stepped-up  basis  under  Section  334(b)(2)  of  the  In- 
ternal Revenue  Code  for  assets  received  in  the  liquida- 
tion of  certain  wholly  owned  subsidiary  corporations. 
The  Tax  Court's  grounds  for  such  decision,  which  in- 
volve the  interrelationship  of  several  sections  of  the 
1954  Code,  present  the  following  basic  questions : 

1.  Whether  an  intended  sale  of  property  to  a  newly 
formed  corporation  by  one  not  in  control  of  such 
corporation  must,  as  a  matter  of  law,  be  treated 


-For  the  purposes  of  trial  and  decision  the  case  involving  ap- 
pellant's alleged  deficiencies  was  consolidated  with  three  other 
cases  involving  deficiencies  asserted  against  three  individuals, 
Frank  Jerome,  Paul  Jerome  and  Varney  Jerome  and  their  re- 
spective spouses.  However,  the  deficiencies  against  the  individ- 
uals were  disapproved  by  the  court  and  those  cases  are  not  part 
of  this  appeal. 
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as  a  non-taxable  ''exchange"  of  such  property  for 
a  "security"  within  the  purview  of  Section  351  of 
the  Code,  solely  because  the  purchase  price  takes 
the  form  of  a  secured  15  year  installment  note  in- 
stead of  cash  or  a  short  term  note. 

2.  (a) Whether  a  limited  partnership  formed  to  engage 
in  a  specific  enterprise,  which  sells  its  only  assets 
and  thereafter  engages  in  no  further  business,  ter- 
minates for  tax  purposes  on  the  date  of  sale  under 
Section  708(a)  of  the  Code. 

(b) Whether,  in  the  absence  of  a  technical  termina- 
tion under  Section  708(b),  such  partnership  re- 
mains within  the  purview  of  Section  318  of  the 
Code,  so  that  even  after  it  sells  its  assets  and 
ceases  to  operate,  the  former  partners  are  deemed 
constructive  owners  of  each  other's  stock  in  an 
unrelated  venture. 

(c)  Whether,  in  any  event,  the  Tax  Court  correctly 
interpreted  the  constructive  ownership  rules  of  Sec- 
tion 318  as  requiring  multiple  and  compound 
attribution  of  stock  ownership  which  creates  the 
ultimate  effect  of  a  conclusive  presumption  that 
the  parties  did  not  deal  at  arm's  length,  even  though 
such  presumption  is  contrary  to  the  court's  express 
findings. 

STATUTES  AND  REGULATIONS  INVOLVED. 

The  relevant  provisions  of  the  Internal  Revenue  Code 
of  1954  and  applicable  Treasury  Regulations  are  set 
out  in  Appendix  A,  infra. 


STATEMENT  OF  THE  CASE. 
Nature  of  the  Controversy. 

The  evidence  in  this  case  consisted  of  a  partial  stip- 
ulation of  facts  [T.  62-78],  numerous  documents 
and  the  testimony  of  several  witnesses.  The  issues 
raised  herein  do  not  involve  any  dispute  over  the 
facts.  Appellant  agrees  with  the  Tax  Court's  com- 
prehensive specific  findings  [T.  89-124]  which  are 
fully  supported  by  the  record.  It  is  only  the  Tax  Court's 
conclusions  which  are  questioned  by  this  appeal. 

The  principal  transaction  with  which  this  appeal  is 
concerned  involved  appellant's  claim  of  a  so-called  step- 
up  in  basis  for  assets  received  in  the  liquidation  of  two 
subsidiary  corporations  in  1961.  Appellant  acquired  all 
of  the  stock  of  both  corporations  on  June  26,  1961, 
pursuant  to  two  "Agreements  of  Purchase  and  Sale," 
giving  secured  15  year  installment  notes  to  the  respec- 
tive sellers  for  the  purchase  price.  Since  the  corpora- 
tions were  purchased  in  order  to  acquire  their  assets 
in  a  "Kimbell-Diamond"  transaction,  appellant  imme- 
diately liquidated  them  and  computed  its  basis  for  the 
assets  thus  received  by  allocating  to  them  the  purchase 
price  paid  for  the  stock  in  accordance  with  Section 
334(b)  (2)  of  the  Internal  Revenue  Code.'"^ 

The  Tax  Court  concluded,  however,  that  appellant's 
acquisition  of  the  stock  in  question  did  not  qualify  as 


^Section  334(b)(2)  is  a  codification  of  the  rule  enunciated 
in  the  case  of  Kimhcll-Diamond  Milling  Co.,  14  T.C.  74  (1950), 
affd.  per  curiam  187  F.  2d  718  (5th  Cir.  1951),  cert,  denied 
342  U.S.  827  (1951).  The  gist  of  the  rule  is  that  a  purchase 
of  stock  and  liquidation  of  one  corporation  by  another  for  the 
purpose  of  acquiring  the  assets  of  the  former  is  treated  for  tax 
purposes  the  same  as  a  straight  purchase  of  the  assets.  In  other 
words,  the  substance  of  the  transaction  controls  rather  than  its 
form ;  and  instead  of  being  unfairly  required  to  assume  the 
liquidated  corporation's  old  depreciated  basis,  the  purchasing  cor- 
poration is  allov.ed  a  new  basis  equal  to  cost  of  the  assets,  meas- 
ured by  the  purchase  price  paid  for  the  stock. 


a  "purchase"  within  the  meaning  of  Section  334(b)- 
(2)  on  the  ground  that  the  transaction  must  be  treated 
as  a  non-taxable  "exchange"  under  Section  351,  rather 
than  as  a  purchase  and  sale.  Section  334(b)(3)(B) 
specifically  excludes  Section  351  exchanges  from  the 
definition  of  "purchase"  for  purposes  of  applying  Sec- 
tion 334(b)(2).  A  parent  corporation  liquidating  a  sub- 
sidiary, the  stock  of  which  was  acquired  other  than 
by  "purchase,"  is  required  to  use  the  subsidiary's  basis 
for  the  assets  distributed.  [T.  137-148.] 

The  court  further  held,  as  an  alternative  ground  for 
denying  the  step-up  in  basis,  that  the  stock  purchased 
on  June  26,  1961  was  acquired  by  appellant  from  per- 
sons whose  stock  was  attributable  to  appellant  under 
the  constructive  ownership  rules  of  Section  318  of 
the  Internal  Revenue  Code.  Under  Section  334(b)(3) 
(C),  the  acquisition  of  such  constructively  owned  stock 
would  not  qualify  as  a  "purchase"  entitled  to  the  ben- 
efits of  Section  334(b)(2)  even  if  the  transaction 
was  otherwise  treated  as  a  sale  to  appellant,  rather 
than  as  a  Section  351  exchange.  [T.  148,  151-156.] 

Finally,  the  Tax  Court  also  denied  appellant  a  stepped- 
up  basis  under  Section  334(b)(2)  with  respect  to  as- 
sets received  in  the  liquidation  of  another  subsidiary 
corporation,  the  stock  of  which  was  acquired  on  De- 
cember 20,  1962.  The  court  recognized  that  the  1962 
transaction  was  a  purchase  and  sale  (not  subject  to  Sec- 
tion 351)  but  held  that  Section  334(b)(3)(C)  preclud- 
ed a  stepped-up  basis  on  the  ground  that  the  stock  of 
the  acquired  corporation  had  been  obtained  from  per- 
sons whose  stock  was  attributable  to  appellant  under 
Section  318.    [T.  151-156.] 

The  deficiencies  which  were  affirmed  by  the  Tax 
Court  are  attributable  to  adjustments  resulting  from  the 
disallowance  of  a  stepped-up  basis  for  the  assets  ac- 
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quired  in  the  1961  and  1962  transactions.  All  other 
disputed  adjustments  were  resolved  in  favor  of  appellant 
by  the  court's  decision  or  settled  by  agreement  of  the 
parties.  Hence,  the  only  issues  on  appeal  relate  to  the 
adjustments  to  basis. 

Facts  Relating  to  the  1961  Transaction. 

Before  reaching  the  specific  terms  of  the  June  26, 
1961  sale  to  appellant,  the  background  and  circum- 
stances surrounding  the  transaction  should  be  examined 
to  put  it  in  proper  perspective  for  the  legal  questions 
raised  by  this  appeal. 

Three  brothers,  Frank,  Paul  and  Varney  Jerome, 
have  been  equal  business  partners  since  1929  under  the 
name  of  Jerome  Brothers.  In  1937  they  went  into  the 
business  of  rendering  animal  meat  by-products  into 
tallow  and  animal  feeding  fat.  [T.  90.] 

By  June  of  1961,  the  partnership  owned  interests  in 
four  corporations  which  were  engaged  in  the  rendering 
business;  and  the  partnership  itself  carried  on  a  ren- 
dering business  in  several  parts  of  the  country.  The 
corporations  were  Baker  Commodities,  Inc.  (herein 
called  "Old  Baker"),  Phoenix  Tallow  Company  (herein 
called  "Phoenix")  Kerman  Tallow  Works  (herein 
called  "Kerman"),  and  San  Joaquin  Packing  Com- 
pany (herein  called  "San  Joaquin").  The  Jerome  Broth- 
ers partnership  owned  100%  of  the  stock  of  Old  Baker 
and  Phoenix  and  50%  of  the  stock  of  Kerman  and 
San  Joaquin.  The  remaining  50%  of  the  stock  of  Ker- 
man and  San  Joaquin  was  owned  by  R.  S.  Wilson 
Company  (herein  called  "Wilson  Co."),  a  California 
corporation,  owned  entirely  by  Robert  S.  Wilson,  who 
was  unrelated  to  the  Jeromes.  [T.  91-92.] 

Beginning  in  the  early  1950's,  the  three  Jerome 
brothers  began  to  consider  the  problem  of  perpetuat- 
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ing  and  disposing  of  their  widespread  rendering  busi- 
ness. They  had  reached  maturity  and  had  interests  in 
other  parts  of  the  world,  but  had  no  relatives  who 
could  assume  the  top  management  of  their  business.  Ac- 
cordingly, they  became  concerned  about  its  future  owner- 
ship and  management  after  their  death,  and  determined 
that  they  should  sell  it  and  transfer  control  to  a  group 
of  men  who  held  key  positions  in  the  enterprise  (herein 
referred  to  as  "keymen").  [T.  93,  132,  136;  R.  35-37, 
248.] 

The  seven  keymen  who  were  ultimately  selected  by 
the  Jerome  brothers  for  this  purpose  were  James  An- 
dreoli,  Laverne  A.  Nelson,  Louis  J.  Frederick,  Frank 
Shultz,  Walter  Sanderson,  J.  E.  Rickert  and  Jack 
Keith.  All  but  Keith  were  employees  of  the  Jerome 
Brothers  partnership,  holding  managerial  and  respon- 
sible administrative  positions.  Keith  was  an  engineer 
who  had  done  considerable  work  for  the  Jeromes  in- 
cluding the  development  of  much  of  the  equipment  and 
techniques  which  they  used  in  their  rendering  business. 
He  was  also  a  partner  with  them  in  a  separate  part- 
nership called  Keith  Engineering  Company.  [T.  93-94, 
129.] 

In  the  late  1950's,  the  Jeromes  began  informal  dis- 
cussions with  the  seven  keymen  about  the  possibility  of 
giving  them  an  opportunity  to  acquire  a  part  owner- 
ship in  the  business.  Between  1959  and  1961  there 
were  several  conversations  among  the  parties  about 
such  a  transaction  and  by  1961  they  had  begun  to 
discuss  specific  terms.  [T.  94.]  During  the  discussions, 
one  of  the  keymen,  Andreoli,  ordered  independent  ap- 
praisals of  most  of  the  fixed  assets  used  in  the  part- 
nership's business  (including  those  owned  by  the  cor- 
porations) in  order  to  accurately  determine  their  value 
for  purposes  of  negotiation.  [T.  94-96.] 
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Ultimately,  the  1961  negotiations  resulted  in  all  ten 
individuals  agreeing  that  $3,212,000  was  a  fair  price 
for  the  partnership's  assets.  The  trial  court  expressly 
found  that  it  was  in  fact  a  fair  price,  negotiated  at 
arm's  length.  [T.  96,  136-137.] 

No  part  of  the  negotiated  price  was  attributable  to 
goodwill.  [T.  96,  112-113.] 

Since  the  seven  keymen  were  not  financially  able 
to  raise  sufficient  personal  capital  to  pay  any  substan- 
tial part  of  the  purchase  price,  it  was  necessary  that  it 
be  paid  off  out  of  earnings  of  the  business  over  an 
extended  period  of  time.  [T.  97,  132.]  At  first,  the 
Jeromes  wanted  an  initial  payment  of  $300,000  and 
the  balance  over  a  ten-year  period.  But  the  keymen  be- 
lieved $300,000  was  too  high  and,  based  upon  a  market 
projection  by  Frederick  and  cash  flow  analysis  by  An- 
dreoli,  felt  that  it  would  require  IS  years  to  pay  off 
the  purchase  price  out  of  earnings.  After  further  nego- 
tiations, the  Jeromes  agreed  to  accept  an  initial  payment 
of  $150,000  and  15  year  pay-off.  [T.  97,  129-130.] 

After  the  basic  terms  of  the  contemplated  sale  and 
purchase  had  been  agreed  to  among  the  parties,  they 
consulted  an  accountant  and  attorneys  for  the  purpose 
of  carrying  it  out  in  the  most  beneficial  manner  from 
a  tax  point  of  view.  [T.  98.]  The  Jeromes  were  ex- 
pressly advised  by  their  counsel  that  if  each  of  the 
seven  keymen  were  permitted  to  acquire  a  10%  interest 
in  the  business,  the  brothers  would  lose  control  inas- 
much as  their  ownership  would  be  reduced  to  only 
30%.  However,  the  brothers  wished  to  proceed  with 
the  agreement  because  they  did  not  intend  to  retain  con- 
trol after  the  sale.  [T.  109,  135,  136.] 

It  was  decided  that  the  purchasing  entity  should  be 
a  corporation  in  which  each  of  the  seven  keymen  and 
the  three  Jeromes  owned  an  equal  interest.  To  accom- 


plish  this,  the  parties  chose  to  activate  appellant  which 
had  been  dormant  since  it  was  organized  on  May  14, 
1956  under  the  name  of  American  Extraction  Co.  On 
May  2,  1961,  appellant's  name  was  changed  to  Jerome 
Brothers.  Pursuant  to  a  permit  obtained  from  the  Cali- 
fornia Commissioner  of  Corporations  on  June  23,  1961, 
appellant  issued  5  shares  of  its  common  stock  to  each 
of  the  ten  individuals  for  a  capital  contribution  of 
$500  from  each.  [T.  99.] 

On  June  15,  1961,  to  facilitate  the  sale  of  the  entire 
rendering  business  conducted  by  their  partnership,  the 
Jeromes  contributed  all  of  their  non-corporate  operat- 
ing divisions  to  the  capital  of  Old  Baker  subject  to  cer- 
tain liabilities.  [R.  148;  Ex.  49,  50.]  Appellant  then 
entered  into  an  "Agreement  of  Purchase  and  Sale" 
with  the  Jerome  Brothers  partnership  on  June  26,  1961, 
thereby  purchasing  the  partnership's  100%  of  the  stock 
of  Old  Baker  and  Phoenix  and  50%  of  the  stock  of 
Kerman  and  San  Joaquin,  along  with  two  parcels  of 
real  estate  used  in  connection  with  the  partnership's 
rendering  business.  [T.  100.] 

Under  the  terms  of  said  ''Agreement  of  Purchase 
and  Sale,"  the  purchase  price  of  $3,212,000  was  pay- 
able in  the  form  of  a  promissory  note  for  $3,150,000 
plus  an  assumption  of  indebtedness  in  the  amount  of 
$62,000.  The  note  called  for  an  initial  payment  of 
$150,000  in  four  days  (June  30,  1961)  with  the  bal- 
ance of  the  principal  in  15  equal  annual  installments 
of  $200,000  commencing  June  30,  1962.  Interest  was 
payable  at  the  level  rate  of  $40,000  semiannually.  [T. 
100;  Ex.  4-D.] 

The  agreement  further  provided  that  each  of  the  ten 
stockholders  of  appellant  was  required  to  pledge  4.6  of 
his  5  shares,  or  92%  thereof,  with  the  attorneys  for 
the  parties  acting  as  pledgeholder,   for  the  purpose  of 


—10- 

securing  payment  of  the  promissory  note.  [T.  101.] 
The  pledge  agreement,  incorporated  by  reference  into 
the  agreement  of  purchase  and  sale,  expressly  provided 
that  the  stockholders  would  retain  their  voting  rights 
while  the  stock  was  pledged.  [T.  103;  Ex.  4-D.] 

In  addition,  the  agreement  imposed  certain  restric- 
tions on  the  corporation  so  long  as  any  part  of  the  prom- 
issory note  remained  unpaid.  The  trial  court  observed 
that  the  reason  for  the  restrictions  was  to  protect  the 
Jerome  Brothers  partnership,  as  a  creditor,  from  in- 
discriminate acts  of  management  which  might  severely 
affect  appellant's  ability  to  make  timely  payments  on 
the  note.  The  court  said  the  restrictions  were  not  of  a 
nature  which  would  permit  the  Jeromes  to  bind  the 
corporation  whenever  they  desired;  they  were  not  in- 
tended to  give  the  Jeromes  "effective  control,"  nor  did 
they  do  so  in  fact.  [T.  134-136.] 

Also  on  June  26,  1961,  appellant  and  its  sharehold- 
ers entered  into  another  "Agreement  of  Purchase  and 
Sale,"  with  the  Wilson  Co.,  pursuant  to  which  appellant 
purchased  the  remaining  50%  of  the  corporate  stock 
of  Kerman  and  San  Joaquin.  The  agreement  provided 
for  a  total  purchase  price  of  $250,500  to  be  evidenced 
by  a  promissory  note  in  that  amount  with  interest  at 
the  rate  of  6%  per  annum  on  the  unpaid  balance.  Prin- 
cipal and  interest  were  payable  in  thirty  semiannual 
installments  of  $12,725.40  each.  In  all  other  respects 
such  agreement  contained  the  same  terms,  provisions 
and  conditions  as  the  agreement  entered  into  on  the 
same  day  between  appellant  and  the  Jerome  Brothers 
partnership,  including  a  pledge  agreement  whereby  each 
of  the  ten  stockholders  of  appellant  pledged  the  re- 
maining four  tenths  of  a  share  of  their  stock  in  ap- 
pellant to  secure  payment  of  the  purchase  price  to  the 
Wilson  Co.  [T.  105-106;  Ex.  5-E.] 
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Immediately  after  purchasing  all  of  the  stock  of  Old 
Baker  and  Kerman,  appellant  adopted  a  plan  of  com- 
plete liquidation  of  those  wholly  owned  subsidiaries. 
By  June  30,  1961,  the  liquidations  were  carried  out 
and  the  assets  of  Old  Baker  and  Kerman  were  dis- 
tributed to  appellant  in  cancellation  of  their  stock.  The 
corporate  resolutions  expressly  indicated  that  such  H- 
quidations  were  intended  to  be  in  accordance  with  Sec- 
tion 332  of  the  Internal  Revenue  Code.  [T.  106-107; 
Ex.  7-G.] 

Shortly  thereafter,  appellant's  internal  auditing  staff 
and  outside  accountant  allocated  the  purchase  price 
of  the  stock  of  Old  Baker  and  Kerman  to  the  various 
tangible  assets  acquired  by  appellant  from  those  cor- 
porations in  order  to  determine  their  basis  for  tax 
purposes.  The  allocations  were  based  principally  on 
the  independent  appraisals  obtained  during  the  negotia- 
tions. [T.  106-108;  Ex.  51.] 

At  all  times  subsequent  to  June  30,  1961,  appellant 
has  continued  to  carry  on  the  businesses  formerly  con- 
ducted by  Old  Baker  and  Kerman.  Appellant's  corpo- 
rate name  was  changed  to  Baker  Commodities,  Inc. 
on  July  25,  1961.  The  other  two  corporations  appellant 
acquired,  Phoenix  and  San  Joaquin,  remained  wholly 
owned  subsidiaries.    [T.  99,  106-107.] 

At  all  times  from  June  26,  1961,  to  the  time  of 
trial,  each  of  the  stockholders  of  appellant  except  Keith 
has  been  an  employee  of  appellant.  [T.  108.]  Moreover, 
a  shift  in  fact  occurred  in  management  responsibilities 
and  authority.  The  keymen  not  only  had  voting  con- 
trol over  appellant  by  virtue  of  their  ownership  of  70% 
of  its  stock,  they  actually  assumed  more  responsibility 
and  more  administrative  control  over  appellant's  oper- 
ations. [T.  109,  135-136;  R.  42-43,  70,  165-166,  193, 
263-264,  278-279,  291.] 
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At  no  time  after  appellant  acquired  the  partnership's 
assets  was  there  an  agreement,  oral  or  written,  or 
any  tacit  understanding  between  the  Jerome  brothers 
and  the  seven  keymen  restricting  the  latter's  rights  to 
vote  their  stock  in  appellant.  [T.  111.] 

During  the  four  years  following  the  change  in  own- 
ership, under  the  increasing  direction  and  control  of  the 
keymen,  the  business  enjoyed  its  greatest  financial  suc- 
cess. Both  net  sales  and  earnings  increased  substan- 
tially over  what  they  had  been  under  the  Jerome 
Brothers  partnership.  [T.  108-109,  130,  136;  Ex.  41.] 

There  have  been  no  defaults  under  the  purchase  and 
sale  agreements  of  June  26,  1961.  As  of  the  time  of 
trial,  all  payments  of  principal  and  interest  on  the  notes 
to  the  Jeromes  and  the  Wilson  Co.  had  been  made 
out  of  appellant's  current  earnings,  and  the  agreements 
remained  in  full  force  and  effect.  [T.  104;  Ex.  6-F; 
R.  164.]  The  trial  court  observed  that  this  fact  "well 
attests  to  the  sound  business  judgment  exercised  by  the 
keymen  in  arriving  at  a   15-year  period."    [T.    130.] 

On  audit  of  appellant's  income  tax  returns  for  the 
fiscal  years  ended  June  30,  1962  and  June  30,  1963, 
appellee  disallowed  a  new  basis  to  appellant  under  Sec- 
tion 334(b)(2)  for  the  assets  acquired  in  the  1961 
purchase  and  liquidation  of  Old  Baker  and  Kerman. 
Such  disallowance  resulted  in  the  following  adjust- 
ments: (1)  for  the  taxable  years  ended  June  30,  1962, 
and  1963,  appellant's  depreciation  deductions  were  re- 
duced by  the  sums  of  $391,557  and  $202,855,  respec- 
tively; (2)  for  the  year  ended  June  30,  1962,  appellant's 
deduction  of  a  loss  in  the  amount  of  $108,228.57  on  the 
sale  of  certain  assets  was  disallowed  and  it  was  deter- 
mined instead  that  appellant  realized  a  gain  of  $31,820 
on  such  sale;  and  (3)  for  the  year  ended  June  30,  1962, 
appellant's  opening  inventory  was  reduced  by  the  sum  of 
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$104,190.76,  thereby  reducing-  its  deduction  for  cost  of 
goods  sold  by  that  amount.  [T.  35,  40.] 

The  1962  Transaction. 

A  Panamanian  corporation  known  as  Veronica  Com- 
pania  Naviera,  S.A.  (herein  called  "Veronica")  was 
organized  by  the  three  Jerome  brothers  on  or  about 
August  15,  1956.  By  an  "Agreement  for  the  Sale  of 
Stock"  dated  December  20,  1962,  appellant  acquired  all 
of  the  issued  and  outstanding  stock  of  Veronica  from 
the  Jerome  brothers.  [T.  118-121;  Ex.  8-H.]  The  total 
purchase  price  was  $1,100,000,  of  which  $350,000  rep- 
resented the  estimated  value  of  a  certain  marketing 
agreement  between  Veronica  and  a  Philippine  corpora- 
tion, Legaspi  Oil  company.  [T.  120.] 

Pursuant  to  a  plan  of  liquidation,  Veronica  was 
liquidated  under  the  laws  of  the  Republic  of  Panama 
on  December  31,  1962,  and  all  of  its  assets  and  li- 
abilities, including  the  Legaspi  marketing  agreement, 
were  transferred  to  appellant.  In  computing  basis  for 
tax  purposes,  in  accordance  with  Section  334(b)(2) 
of  the  Internal  Revenue  Code,  appellant  allocated  the 
purchase  price  of  the  stock  to  the  assets  acquired  from 
Veronica,  with  the  sum  of  $350,000  being  allocated  to 
the  marketing  agreement.  Such  marketing  agreement 
subsequently  proved  to  be  of  greater  value  than  was 
estimated  by  the  parties.  [T.  121-123.] 

On  its  income  tax  return  for  the  fiscal  year  ended 
June  30,  1963,  appellant  deducted  $25,800  as  amortiza- 
tion of  the  cost  of  the  Legaspi  marketing  agreement 
using  the  basis  of  $350,000  for  such  agreement.  On 
audit  of  said  return,  appellee  determined  that  appellant 
was  not  entitled  to  a  new  basis  for  the  assets  received 
in  liquidation  of  Veronica  under  Section  334(b)(2). 
Since   the   Legaspi   marketing   agreement   had   no   cost 
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to  Veronica,  appellee's  determination  that  appellant  was 
required  to  use  Veronica's  basis  resulted  in  the  com- 
plete disallowance  of  any  deduction  for  amortization. 
[T.  40,  122,  124.] 

The  Constructive  Ownership  Question. 

The  Tax  Court  concluded  that  at  the  time  of  both 
the  1961  and  1962  transactions  the  Jerome  Brothers 
partnership  owned  more  than  50%  of  appellant's  stock 
by  virtue  of  the  constructive  ownership  rules  of  Sec- 
tion 318  of  the  Internal  Revenue  Code.  Such  deter- 
mination, in  turn,  was  deemed  to  have  activated  another 
rule  under  Section  318  which  would  attribute  to  appel- 
lant any  stock  owned  by  the  Jerome  Brothers  partner- 
ship in  Old  Baker,  Kerman  and  Veronica.  Hence,  ap- 
pellant was  denied  the  benefits  of  Section  334(b)(2) 
upon  the  acquisition  of  the  Old  Baker,  Kerman  and 
Veronica  stock  because  Section  334(b)  (3)  (C)  expressly 
excludes  from  such  benefits  an  acquisition  from  a  person 
whose  stock  is  attributable  to  the  acquiring  corpora- 
tion/ 

The  assumed  ownership  of  more  that  50%  of  appel- 
lant's stock  by  the  Jerome  Brothers  partnership — which 
triggered  the  other  rules — is  the  result  of  the  Tax 
Court's  conclusion  that  a  limited  partnership,  Manches- 
ter Medical  Hospital  (herein  called  ''Manchester"),  was 
in  existence  on  June  26,  1961  and  December  20,  1962 
for  the  purpose  of  applying  the  constructive  ownership 
rules.  Under  those  rules,  as  interpreted  by  the  court 


^Actually,  the  stock  of  Veronica  was  owned  by  the  Jerome 
Brothers  individually  rather  than  by  the  Jerome  Brothers  partner- 
ship. [T.  188.]  However,  such  stock  would  be  owned  con- 
structively by  the  partnership  under  Section  318.  As  for 
Kerman,  although  only  50%  of  the  stock  was  acquired  from  the 
Jerome  partnership,  disqualification  of  such  purchase  under  the 
attribution  rules  would  be  enough  to  preclude  the  benefits  of 
Section  334(b)(2)  as  to  all  of  Kerman's  stock. 
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below,  appellant's  stock  owned  by  five  of  the  keymen 
who  were  partners  in  Manchester  would  be  attributable 
to  Manchester;  and  the  Jeromes  would  be  deemed  to 
own  the  same  percentage  of  such  stock  as  their  part- 
nership interest  in  Manchester.  [T.  151-156.] 

As  will  be  shown  infra,  attribution  through  Man- 
chester, if  applicable,  would  add  16.57^  to  the  per- 
centage of  appellant's  stock  owned  by  the  Jeromes 
actually  and  constructively.  The  three  Jeromes 
together  owned  30%  of  appellant's  stock  actually; 
and  the  trial  court  concluded  they  owned  another  5% 
constructively  because  they  were  50%  partners  with 
Jack  Keith  in  Keith  Engineering.^  Hence,  if  this  com- 
bination is  permitted  by  the  Code,  the  16.5%  attributed 
through  Manchester  would  push  the  Jeromes  over  the 
crucial  50%  mark  with  a  combined  total  of  51.5%. 

The  facts  concerning  Manchester  are  as  follows : 

On  or  about  January  1,  1958,  Manchester  was  formed 
as  a  limited  partnership  by  15  individuals,  including 
eight  of  the  men  who  later  became  stockholders  of 
appellant.  It  was  created  for  the  sole  purpose  of  con- 
structing, owning  and  operating  a  convalescent  hospital. 
The  respective  percentages  of  such  partnership  owned 
by  the  various  general  and  limited  partners  are  set 
forth  in  the  Tax  Court's  Findings.  [T.  114.] 

Manchester  was  at  all  times  a  completely  separate  and 
independent  entity  whose  business  of  operating  a  con- 
valescent hospital  was  in  no  way  connected  with  that 
of  any  other  business  involved  in  this  proceeding.  [T. 
114.] 


^Unlike  the  Manchester  partnership,  there  is  no  question  that 
the  Keith  Engineering  partnership  was  in  existence,  engaging 
in  business,  at  the  time  of  the  1961  and  1962  transactions.  If 
attribution  through  the  latter  partnership,  in  combination  with 
the  other  rules,  was  proper  under  the  circumstances  of  this  case, 
the  Jeromes  would  own  constructively  one-half  of  Keith's  stock. 
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Pursuant  to  the  purpose  for  which  Manchester  was 
formed,  a  convalescent  hospital  was  in  fact  built  and 
operated  by  it.  The  partnership  ran  into  severe  finan- 
cial difficulties,  however,  and  the  hospital  was  closed  on 
or  about  July,  1960.  On  March  1,  1961,  the  partnership, 
by  installment  sale,  conveyed  all  of  its  assets  to  South- 
west Community  Hospital  Association,  a  non-profit 
corporation  which  was  unrealted  to  any  of  Manchester's 
partners  or  any  of  the  parties  or  entities  involved  in 
this  case.  The  buyer  gave  a  promissory  note  for  the 
purchase  price,  secured  by  a  chattel  mortgage  and  deed 
of  trust.  The  buyer  commenced  operating  the  hospital 
for  its  own  account  on  or  about  March  1,  1961.  [T. 
114-115.] 

After  March  1,  1961,  Manchester  no  longer  engaged 
in  any  business  of  any  sort.   [T.   115;  R.  157-158.] 

In  order  to  report  income  received  from  the  1961 
installment  sale,  a  partnership  tax  return  was  prepared 
and  filed  for  Manchester  for  1961  and  1962.  Manches- 
ter's final  tax  return  for  the  fiscal  year  ended  August 
31,  1962,  reported  collections  on  the  installment  sale 
in  the  amount  of  $36,623.97.  No  other  receipts  or 
gross  income  and  no  deductions  were  reflected  on  said 
return.  It  reflected  an  unpaid  balance  of  $12,500  on 
the  purchaser's  note.  [T.  115.] 

Specification  of  Errors  Relied  Upon. 

The  Tax  Court  erred  in  the  following  respects : 

1.  The  court  misinterpreted  and  misapplied  the  pro- 
visions of  Section  351  of  the  Internal  Revenue 
Code  (ignoring  long  standing  judicial  construction 
of  its  meaning,  purpose  and  scope)  and  errone- 
ously held  that  the  June  26,  1961  sale  by  the  Jerome 
Brothers  partnership  and  Wilson  Co.  to  ap- 
pellant must  be  treated  as  a  non-taxable  "exchange" 
for  a  "security"  within  the  purview  of  the  statute. 
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2.  The  court  misconstrued  the  meaning  and  purpose 
of  Section  318  of  the  Internal  Revenue  Code 
by  erroneously  holding  that  Manchester  limited 
partnership  did  not  terminate,  at  least  for  stock 
attribution  purposes,  on  March  1,  1961,  when  it 
sold  all  of  its  assets  and  ceased  to  engage  in  busi- 
ness. 

3.  The  court  further  misconstrued  Section  318 
as  requiring  multiple  and  compound  stock  attribu- 
tion in  a  fashion  which  produces  an  arbitrary,  in- 
equitable result  which  was  not  intended  by  the 
statute. 

4.  As  the  result  of  the  foregoing  errors,  the  court 
erroneously  denied  appellant  a  stepped-up  basis  un- 
der Section  334(b)(2)  of  the  Internal  Revenue 
Code  for  the  assets  received  in  liquidation  of  the 
subsidiary  corporations  (Old  Baker  and  Kerman) 
which  appellant  purchased  on  June  26,  1961. 

5.  As  the  result  of  the  misconstructions  of  Section 
318  referred  to  above,  the  court  also  erred  in 
denying  appellant  a  stepped-up  basis  under  Section 
334(b)(2)  for  the  assets  of  the  subsidiary  cor- 
poration (Veronica)  which  appellant  purchased  and 
liquidated  in  1962. 

SUMMARY  OF  ARGUMENT. 
I. 

As  previously  indicated,  the  first  major  issue  in  this 
case  concerns  the  Tax  Court's  holding  that  the  June  26, 
1961  transaction  must  be  treated  as  a  non-taxable  "ex- 
change" governed  by  Section  351  of  the  Internal  Reve- 
nue Code.  This  served  as  the  court's  principal  ground 
for  denying  appellant  a  stepped-up  basis  under  Section 
334(b)  (2)  upon  the  subsequent  liquidation  of  Old  Baker 
and  Kerman.  It  is  appellant's  contention  that  the 
court's  conclusions  with  respect  to  such  issue  are  con- 
trary to  settled  principles  of  law. 
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The  unquestioned  legislative  purpose  of  the  non-tax- 
able exchange  provisions  of  the  code  dealing  with  cor- 
porate organizations  and  reorganizations  (including  Sec. 
351)  is  to  permit  taxpayers  to  change  the  form  of  their 
investment  in  property  without  having  to  recognize  un- 
realized gain.  They  were  never  intended  to  apply  to  a 
"sale"  whereby  a  taxpayer  "cashes  in"  his  investment 
and  realizes  gain  through  receipt  of  a  purchase  price. 
Accordingly,  it  has  been  uniformly  held  in  a  long  line  of 
judicial  decisions  that  the  provisions  of  Section  351  and 
its  predecessors  under  prior  Revenue  Acts  do  not  apply 
to  a  bona  fide  sale. 

Under  the  undisputed  facts  in  this  case  and  the  au- 
thorities cited  herein,  the  June  26,  1961  transaction 
was  a  bona  fide  sale.  The  Jerome  Brothers  partner- 
ship and  Wilson  Co.  did  much  more  than  merely  change 
the  form  of  their  investment  in  Old  Baker,  Kerman  and 
the  other  properties  sold  to  appellant.  They  trans- 
ferred actual  and  beneficial  ownership  of  their  stock  in 
those  corporations  to  appellant — a  corporation  in  which 
the  Jeromes  owned  only  a  minority  interest  and  the 
Wilson  Co.  owned  no  interest  at  all.  In  return,  they 
received  a  negotiated  purchase  price  payable  in  install- 
ments over  the  shortest  period  in  which  appellant  was 
financially  able  to.  meet  such  obligation.  In  other  words, 
they  "cashed  in"  their  investment,  converting  from  an 
equity  position  to  that  of  a  creditor,  realizing  gain  in 
the  process. 

Although  the  Tax  Court  appeared  to  recognize  that 
the  parties  intended  a  sale,  and  that  the  transaction  was 
in  fact  a  sale  in  the  economic  sense,  it  concluded  never- 
theless that  Section  351  was  controlling.  Taking  a 
purely  mechanical  approach,  the  court  determined  that 
the  installment  notes  for  the  purchase  price  were  "se- 
curities" and  automatically  required  the  application  of 
Section   351.      The   factors    reHed   upon    for    such   de- 
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termination  were  the  length  of  the  notes'  duration  (15 
years)  and  the  protective  provisions  of  the  sales  agree- 
ments securing  payment  of  the  purchase  price  by  ap- 
pellant. 

Such  determination  not  only  ignores  the  meaning  and 
purpose  behind  Section  351  but  it  is  irreconcilable 
with  existing  case  law.  Indeed,  the  court's  interpreta- 
tion of  the  statute  and  the  meaning  of  the  term  "se- 
curity" as  used  therein  has  been  repeatedly  and  unequiv- 
ocally rejected  in  other  cases  which  are  indistinguish- 
able from  the  instant  case. 

If  the  court's  interpretation  of  Section  351  becomes 
the  law,  it  will  make  it  impossible  for  a  taxpayer  to 
sell  property  to  a  newly  organized  corporation  on  a 
long  term  basis  without  suffering  unintended  and  un- 
fair tax  consequences  which  bear  no  relation  to  the  real 
economic  substance  of  the  transaction.  Merely  be- 
cause a  corporation  is  financially  unable  to  pay  cash  or 
give  a  short  term  note  for  the  purchase  price,  and  must 
pay  for  the  property  over  a  long  term,  it  should  not 
lose  its  right  to  use  its  cost  as  the  tax  basis  for  the  as- 
sets received.  Nor  should  the  seller  be  treated  as  hav- 
ing made  a  non-taxable  "exchange"  for  tax  purposes, 
because  he  was  willing  to  take  a  long  term  pay-off  with 
customary  protective  provisions,  common  to  all  deferred 
payments  sales,  securing  payment  of  the  purchase  price. 
Yet  these  arbitrary  distinctions  are  the  necessary  result 
of  the  court's  construction  and  application  of  the 
statute. 

11. 

The  second  major  issue  concerns  the  Tax  Court's  hold- 
ing that  the  constructive  ownership  rules  of  Section  318 
of  the  Internal  Revenue  Code  prevented  a  stepped-up 
basis  on  both  the  June  26,  1961  and  December  20, 
1962  transactions.  The  court  concluded  that  at  the 
time  of  both  transactions  all  of  the  stock  owned  by  the 
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Jeromes  was  attributable  to  appellant;  and,  hence,  that 
the  stock  of  Old  Baker,  Kerman  and  Veronica  acquired 
from  the  Jeromes  was  disqualified  for  treatment  under 
Section  334(b)(2)  by  reason  of  Section  334(b)(3)(C). 
It  is  appellant's  contention  that  the  court  misconstrued 
the  purpose  and  effect  of  Sections  318  and  334(b)(3)- 
(C). 

In  the  first  place,  the  court  erroneously  concluded 
that  the  limited  partnership,  Manchester,  which  had 
sold  all  of  its  assets  and  ceased  engaging  in  business  on 
March  1,  1961,  remained  an  existing  partnership  for 
purposes  of  applying  the  constructive  ownership  rules. 
The  presumption  which  is  the  basis  for  attribution 
to  a  partnership  under  Section  318  is  that  when  an  in- 
dividual partner  owns  stock,  it  is  also  owned  by  his 
partnership  because  of  the  agency  relationship  that  ex- 
ists between  them.  Similarly,  attribution  from  a  part- 
nership is  based  on  ])resumed  beneficial  ownership  of 
partnership  property  by  each  partner  in  proportion  to 
his  partnership  interest.  Obviously,  when  the  agency  re- 
lationship and  beneficial  ownership  no  longer  exist  as 
a  matter  of  law,  there  is  no  basis  for  the  underlying 
presumptions  and  there  is  no  longer  a  "partnership" 
within  the  meaning  of  Section  318. 

Whereas  the  court  apparently  based  its  decision  en- 
tirely on  the  assumption  that  Manchester  was  not  for- 
mally "terminated,"  we  will  show  that  under  CaHfornia 
law  and  recognized  partnership  principles  there  was  a 
"dissolution"  on  March  1,  1961.  As  a  matter  of  law, 
the  agency  relationship  between  partners  ceased  to  exist 
upon  such  dissolution.  To  thereafter  regard  Man- 
chester as  a  "partnership"  within  the  meaning  of  Sec- 
tion 318,  is  to  totally  ignore  the  statutory  purpose. 

Furthermore,  appellant  contends  that  Manchester  part- 
nership was  deemed  "terminated"  for  partnership  tax- 
ation purposes  under  Section  708(b).     One  subsection 
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of  708(b)  provides  that  if  50  percent  or  more  of  the 
partnership  interest  is  sold  in  one  year,  the  partnership 
"terminates"  on  the  date  of  the  sale.  The  cases  hold 
that  a  sale  of  the  partnership's  entire  assets  is  in  effect 
a  sale  of  the  partnership  interests.  Hence,  Manchester 
terminated  under  Section  708(b)  on  the  date  that  all 
of  its  assets  were  sold,  March  1,  1961. 

Alternatively,  Manchester  should  be  regarded  as  ter- 
minated under  another  subsection  of  708(b)  by  reason 
of  its  cessation  of  business  on  March  1,  1961.  Under 
that  provision,  the  partnership  terminates  when  the 
partners  cease  carrying  on  a  business  as  a  partnership. 
The  only  subsequent  activity  in  connection  with  Man- 
chester was  the  collection  of  the  purchase  price  for  the 
sale  of  the  partnership's  assets.  Such  activity  cannot  be 
regarded  as  "carrying  on"  the  partnership  business. 

Finally,  the  constructive  ownership  rules  of  Section 
318  should  not  be  compounded  the  way  they  were  in 
the  instant  case.  In  order  to  deny  appellant's  stepped- 
up  basis  under  Section  334(b)(3)(C),  the  court  had 
to  combine  several  rules  and  multiple  steps  attributing 
the  same  stock.  Subsequent  to  the  years  in  question, 
Congress  amended  Section  318  to  specifically  prohibit 
so-called  double  attribution  because  it  was  not  within 
the  contemplated  legislative  purpose.  In  the  instant 
case,  the  court  actually  added  additional  steps  beyond 
double  attribution,  compounding  the  effect  of  several 
rules.  This  process  works  an  unconscionable  injustice. 
It  applies  several  presumptions  concerning  stock  own- 
ership which  have  no  basis  under  the  facts  actually 
found  by  the  court,  in  order  to  invoke  another  pre- 
sumption, embodied  in  Section  334(b)(3)(C),  that  the 
parties  did  not  deal  at  arm's  length  in  the  subject  trans- 
actions— despite  an  express  finding,  that  the  parties  did 
deal  at  arm's  length. 
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ARGUMENT. 

I. 
The  Tax  Court  Erred  in  Holding  That  Appellant's 
June  26,  1961  Purchase  o£  the  Stock  of  Old 
Baker  and  Kerman  Was  Governed  by  Section 
351,  Depriving  Appellant  of  a  Stepped  Up  Basis 
Under  Section  334(b)(2)  for  the  Assets  Re- 
ceived in  Liquidation  of  Those  Corporations. 

A.  The  Ultimate  Question  Raised  by  the  Tax  Court's 
Decision  on  This  Issue  Is  Whether  Section  351,  Prop- 
erly Construed,  Governs  the  Tax  Treatment  of  a  Trans- 
action Which  Had  All  of  the  Elements  and  Economic 
Effect  of  a  Sale,  Merely  Because  the  Purchase  Price 
Took  the  Form  of  Long  Term  Secured  Notes. 

It  should  be  noted  initially  that  the  question  presented 
here  is  one  of  law.  It  requires  an  interpretation  of 
Section  351  of  the  Internal  Revenue  Code  of  1954,  as 
applied  to  the  undisputed  facts  found  by  the  Tax  Court 
and  supported  by  the  record.  Before  embarking  on  a 
discussion  of  appellant's  arguments  on  this  issue,  we  be- 
lieve a  brief  comparison  of  the  respective  positions  of 
appellant,  appellee  and  the  Tax  Court  will  help  bring 
the  basic  controversy  into  sharper  focus. 

Appellant  contended  below,  and  still  contends,  that 
the  June  26,  1961  transaction  was  a  bona  fide  sale  by 
the  Jerome  Brothers  partnership  and  Wilson  Co.,  and 
purchase  by  appellant.  The  evidence  and  findings  of 
the  Tax  Court  show  that  all  of  the  parties  so  intended. 
The  legitimate  business  purpose  of  such  sale  was  to 
perpetuate  the  Jeromes'  partnership  business,  consoli- 
date it  with  the  Wilson  Co.'s  interest  and  permit  seven 
key  employees  to  acquire  control  and  equity  interests  in 
the  entire  enterprise;  and  there  was  in  fact  a  sub- 
stantial shift  in  both  ownership  and  control  as  the  re- 
sult of  the  sale.     Under  the  authorities  discussed  here- 
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inafter,  such  transaction  does  not  come  within  the  mean- 
ing or  purpose  of  Section  351. 

Appellee  argued  below  that  despite  the  form  of  the 
transaction  it  was  not  a  bona  fide  sale  in  substance.  He 
contended  that  appellant  was  "thinly  capitaHzed"  and 
that  the  transfer  of  property  by  the  Jeromes  should  be 
regarded  as  a  capital  contribution.  Hence,  appellee 
urged  that  the  promissory  note  the  Jeromes  received 
for  the  purchase  price  represented  a  proprietary  inter- 
est, rather  than  a  genuine  indebtedness,  and  should  be 
regarded  as  the  equivalent  of  "preferred  stock."  Un- 
der this  view  of  the  facts,  appellee  urged  that  the  June 
26,  1961  transaction,  and  the  prior  issuance  of  appel- 
lant's common  stock  to  the  Jeromes  and  seven  keymen, 
should  be  taken  as  a  single,  so-called  "step-transaction" 
falling  within  the  provisions  of  Section  351.® 

The  Tax  Court  rejected  appellee's  contention  that  the 
promissory  note  was  stock,  representing  a  capital  con- 
tribution, and  held  that  it  created  a  bona  fide  indebted- 
ness. The  court  stated  that  it  was  "convinced  that  the 
note  arose  out  of  a  transaction  which  was  entered  intO' 
for  valid  business  reasons,  was  at  arm's  length,  and 
was  not  a  sham  transaction."  [T.  131-132.] 

But,  to  appellant's  surprise,  after  the  court  concluded 
that  the  note  was  not  stock,  and  in  fact  created  a  genu- 
ine indebtedness  on  the  part  of  appellant  to  pay  for  the 
partnership  assets,  it  then  held  Section  351  nevertheless 
applied  on  the  ground  that  the  note  constituted  a  "se- 
curity." After  examining  some  general  definitions  of 
that  term,  it  concluded  that  the  length  of  the  note 
and  the  protective  provisions  of  the  purchase  and  sale 
agreement  secured  for  the  Jeromes  "the  continuing  par- 


^Counsel  for  appellee  indicated  in  his  opening  statement  to  the 
Tax  Court  that  he  would  also  take  the  alternative  position  that 
the  promissory  note  was  a  security.  [R.  18]  However,  such 
contention  was  not  discussed  in  appellee's  brief. 
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ticipation  in  the  business  which  is  so  characteristic 
of  a  security  interest."  [T.  141-142.]  Based  on  the 
same  reasoning,  the  court  also  concluded  that  the  note 
received  by  the  Wilson  Co.  was  a  security.  [T.  143,  n. 
25.] 

Having  thus  determined  that  the  notes  were  securi- 
ties, the  court  found  the  necessary  80%  control  by  the 
"transferors,"  to  make  Section  351  applicable,  by  treat- 
ing the  prior  issuance  of  stock  to  appellant's  10  share- 
holders, and  the  June  26,  1961  transfers  by  the  Jeromes 
and  Wilson  Co.,  as  a  single  event  carried  out  by  a 
"step  transaction."  Thus,  even  though  the  Jeromes  had 
only  30%  of  appellant's  stock  and  the  Wilson  Co.  had 
none,  by  adding  the  70%  owned  by  the  keymen,  the 
"transferors"  as  a  group  had  100%. 

It  is  important  to  note  that  while  the  Tax  Court  did 
not  specifically  address  itself  to  the  question  of  whether 
the  June  26,  1961  transaction  was  a  sale  for  other  than 
tax  purposes,  it  was  plainly  recognized  as  a  sale  in  the 
economic  sense,  so  intended  by  the  parties.  The  court 
itself  repeatedly  used  such  terms  as  "purchase,"  "sell," 
"price"  and  "pay  for"  in  describing  the  transaction, 
and  found  as  facts  all  of  the  elements  which  legally 
constitute  a  sale.^  There  was  a  shift  of  actual  and 
beneficial  ownership  in  the  transferred  property,  in  ex- 
change for  payment  by  appellant  of  a  consideration 
which  the  court  found  was  a  "fair  price,"  bargained  for 
at  arm's  length.  [T.  96,  136-137.]  Nothing  more  is 
needed  to  constitute  a  sale. 

The  court  obviously  regarded  the  intent  of  the  par- 
ties and  the  economic  and  practical  effect  of  the  trans- 


'^Just  as  one  example,  at  T.  136  the  court  said:  "The  brothers 
had  agreed  to  sell  the  partnership's  assets  to  New  Baker  only 
after  they  were  advised  by  counsel  that  .  .  .  the  brothers  would 
lose  control  inasmuch  as  their  ownership  would  be  reduced  to  30 
percent."  (Emphasis  added.) 
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action  as  immaterial.  It  believed  the  proper  approach 
was  to  simply  test  the  mechanical  steps  taken  by  the 
parties  to  see  if  they  could  be  made  to  fit  the  literal 
provisions  of  Section  351,  irrespective  of  their  purpose. 
We  will  demonstrate  in  the  following  sections  of  this 
brief  that  the  Tax  Court's  decision  is  squarely  in  con- 
flict with  an  overwhelming  array  of  well  reasoned  case 
authority. 

B.  Since  Section  351  Is  Intended  as  an  Exception  to  the 
Rule  of  Taxability,  Applicable  Only  Where  There  Is  a 
Mere  Change  in  the  Form  of  the  Transferor's  Owner- 
ship Interest,  a  Transaction  Which  Amounts  to  a  Sale 
Is  Not  Covered  by  the  Statute  and  the  Purchaser's  Ob- 
ligation for  the  Purchase  Price  Is  Not  a  "Security"  Ir- 
respective of  the  Length  of  Its  Term. 

To  begin  with,  it  must  be  recognized  that  Section 
351  is  an  exception  to  the  general  rule  that  a  transfer 
of  property  in  exchange  for  money,  a  promissory  note 
or  some  other  property,  is  a  taxable  event.  Under 
Sections  1001  and  1002  of  the  Code,  gain  or  loss  must 
be  recognized  on  the  "sale  or  exchange"  of  property, 
except  as  otherwise  expressly  provided  in  the  Code. 
Sections  351  through  368,  dealing  with  corporate  or- 
ganizations and  reorganizations,  provide  one  area  of 
specific  exception. 

The  limited  purpose  and  scope  of  this  exception  was 
clearly  defined  in  Portland  Oil  Co.  v.  Commissioner, 
109  F.  2d  479  (1st  Cir.  1940),  which  involved  Section 
112(b)(5)  of  a  prior  revenue  act,  the  predecessor  of 
Section  351  of  the  1954  Code.  There,  the  court  stated 
(at  p.  488):  "It  is  the  purpose  of  Section  112(b)(5) 
to  save  the  taxpayer  from  an  immediate  recognition  of 
a  gain,  or  to  intermit  the  claim  of  a  loss,  in  certain 
transactions  where  gain  or  loss  may  have  accrued  in 
a  constitutional  sense,  but  where  in  a  popular  and  eco- 
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nomic  sense  there  has  been  a  mere  change  in  the  form 
of  ownership  and  the  taxpayer  has  not  really  'cashed 
in'  on  the  theoretical  gain,  or  closed  out  a  losing  ven- 
ture. As  was  said  in  American  Compress  &  Ware- 
house Co.  V.  Bender,  5  Cir.  1934,  70  F.  2d  655,  657, 
'The  transaction  described  in  the  statute  lacks  a  dis- 
tinguishing characteristic  of  a  sale,  in  that,  instead  of 
the  transaction  having  the  effect  of  terminating  or  ex- 
tinguishing the  beneficial  interests  of  the  transferors 
in  the  transferred  property,  after  the  consummation  of 
the  transaction  the  transferors  continue  to  be  benefi- 
cially interested  in  the  transferred  property  and  have 
dominion  over  it  by  virtue  of  their  control  of  the  new 
corporate  owner  of  it.'  " 

In  other  words,  the  basic  premise  of  this  statutory 
provision  is  that  a  transfer  of  property  to  a  corpora- 
tion controlled  by  the  transferor,  in  which  the  trans- 
feror does  not  "cash  in"  his  investment,  is  merely  a 
change  in  the  form  of  his  ownership  and  should  not 
call  for  settling  up  his  gain  or  loss.  Conversely,  a  sale, 
even  to  a  corporation  controlled  by  the  seller,  results 
in  cashing  in  and  realizing  gain  or  loss,  and  should 
not  be  treated  differently  from  any  other  taxable  sale. 
A  fortiori,  a  sale  to  a  corporation  not  controlled  by 
the  seller  does  not  come  within  any  of  the  reasons  for 
non-taxability  under  this  exception.  The  statute  and 
the  terms  used  therein  must  be  interpreted  and  applied 
to  promote  this  plain  legislative  intent.  Mertens,  Lazu  of 
Federal  Income  Taxation,  Vol.  3,  Section  20.14. 

Hence,  it  was  easily  predictable  that  the  statutory 
predecessor  to  Section  351  would  be  held  inapplicable  to 
a  sale  to  a  corporation  for  cash  or  its  equivalent.  Tuller 
V.  United  States,  14  F.  Supp.  188  (Ct.  CI.  1936).  It 
was  once  argued,  however,  that  if  a  purchase  price  took 
the  form  of  a  corporate  note  or  similar  obligation,  it 
might  be  a  "security"  and  make  the  transaction  a  non- 
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taxable  "exchange"  within  the  coverage  of  the  organiza- 
tion and  reorganization  sections.  But  that  notion  was 
quickly  dispelled  in  a  series  of  important  early  decisions 
which  analyzed  the  meaning  of  the  term  security  in 
light  of  the  legislative  objective.  In  substance,  they 
held  that  it  is  implicit  in  the  statutory  provisions  that 
there  must  be  a  continuance  of  the  transferor's  pro- 
prietary interest  in  the  enterprise;  and  that  a  security 
within  the  meaning  and  purpose  of  the  statutes 
must  effectuate  such  a  "continuity  of  interest."  Since 
the  corporate  obligation  received  by  one  who  sells  his 
property  to  a  corporation  does  not  represent  the  interest 
of  a  proprietor,  but  rather  that  of  a  creditor,  the  re- 
quirement of  continuity  of  interest  is  lacking  and  it  can- 
not be  a  security  within  the  contemplation  of  these  par- 
ticular revenue  laws.  See,  Le  Tulle  v.  Scofield,  308  U.S. 
415  (1940);  Pinellas  Ice  &■  Cold  Storage  Co.  v.  Com- 
missioner, 287  U.S.  462  (1933) ;  Neville  Coke  &  Chemi- 
cal Co.  V.  Commissioner,  148  F.  2d  599,  602  (3d  Cir. 
1945),  cert,  denied,  326  U.S.  726  (1945);  Commis- 
sioner V.  Sisto  Financial  Corp.,  139  F.  2d  253  (2d  Cir. 
1943);  Lloyd-Smith  v.  Commissioner,  116  F.  2d  642 
(2d  Cir.  1941),  cert,  denied,  313  U.S.  588  (1941); 
Cortland  Specialty  Co.  v.  Commissioner,  60  F.  2d  937 
(2d   Cir.    1932),   cert,   denied,  288   U.S.   599   (1932). 

Although  most  of  the  foregoing  cases  involved  the 
sections  dealing  with  reorganizations,  the  underlying 
purpose  for  the  exception  to  taxability  embodied  in 
those  sections  is  the  same  as  for  Section  351  and  its 
forerunners.  Hence,  the  term  "securities"  has  the  same 
meaning  in  all  of  such  sections.  Lloyd-Smith  v.  Com- 
missioner, supra,  at  644;  Pacific  Public  Service  Co.  v. 
Commissioner,  154  F.  2d  713  (9th  Cir.  1946). 

Nor  does  it  make  any  difference  whether  the  pur- 
chase price  is  represented  by  a  short  term  or  a  long 
term  obligation — notwithstanding  the  court's  erroneous 
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belief  in  the  instant  case  that  the  length  of  the  term 
was  significant.  [T.  142.]  The  rationale  which  leads 
to  the  conclusion  that  a  purchaser's  obligation  given  in 
connection  with  a  sale  is  not  a  security,  is  the  same  re- 
gardless of  the  length  of  the  term.  This  was  made 
abundantly  clear  by  the  United  States  Supreme  Court 
in  Le  Tulle  v.  Scofield,  supra,  the  leading  case  on  this 
point.  There,  the  Court  held  that  a  transfer  of  as- 
sets to  a  corporation  in  exchange  for  $50,000  in  cash 
and  $750,000  in  bonds,  payable  serially  over  a  period 
of  12  years  from  the  date  of  transfer,  constituted  a 
sale  rather  than  a  non-taxable  reorganization.  In  so 
doing,  it  corrected  a  misconception  that  the  "continuity 
of  interest"  doctrine,  ennunciated  in  earlier  cases,  was 
limited  to  short  term  notes  with  the  following  explicit 
language  (at  pp.  420-421) : 

"We  are  of  the  opinion  that  the  term  of  the  obliga- 
tions is  not  material.  Where  the  consideration  is  wholly 
in  the  transferee's  bonds,  we  think  it  cannot  be  said 
that  the  transferor  retains  any  proprietary  interest  in 
the  enterprise.  On  the  contrary,  he  becomes  a  creditor 
of  the  transferee.  .  .  ." 

This  principle  was  expressly  reaffirmed  in  several 
recent  decisions  involving  the  analgous  situation  of  the 
so-called  "bootstrap  sale"  of  a  going  business  to  a  chari- 
table organization,  with  the  purchase  price  payable  over 
a  long  term  out  of  the  future  earnings  of  the  business. 
Commissioner  v.  Brown,  380  U.S.  563  (1965),  affirm- 
ing both  this  court  (325  F.  2d  313)  and  the  Tax  Court 
(37  T.C.  461);  Estate  of  Ernest  G.  Howes,  30  T.C 
909  (1958),  affd  sub  nom.  Commissioner  v.  Johnson, 
267  F.  2d  382  (1st  Cir.  1959) ;  Estate  of  Cordie  Haw- 
thorne, T.C.  Memo.  1960-146,  19  T.C.M.  770. 
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C.  Decisions  Involving  Section  351  Have  Uniformly  Con- 
sidered the  Pivotal  Question  to  Be  Whether  the  Trans- 
action Is  in  Fact  a  Bona  Fide  Sale;  and  Several  Which 
Are  Indistinguishable  From  the  Instant  Case  Have  Ex- 
pressly Rejected  the  Theory  Adopted  by  the  Court 
Here. 

In  the  foregoing  discussion,  we  pointed  out  that  a 
sale  to  a  corporation  is  not  encompassed  within  the 
terms  or  purpose  of  Section  351  or  the  other  related 
non-taxable  exchange  provisions  of  the  Internal  Reve- 
nue Code.  Nor  is  an  intended  sale  of  a  going  business 
converted  into  a  non-taxable  transfer  in  exchange  for 
a  "security"  merely  because  the  purchase  price  is  payable 
over  a  long  term  out  of  future  earnings. 

Of  course,  there  can  always  be  a  question  whether  a 
particular  transaction  is  in  fact  a  bona  fide  sale.  A 
transaction  cast  in  the  form  of  a  sale  may  be  some- 
thing else  in  substance.  There  has  been  a  considerable 
amount  of  litigation  involving  alleged  sales  to  con- 
trolled corporations  in  which  it  is  argued  that  the  sub- 
ject transaction  is  in  reality  a  disguised  capital  contri- 
bution which  properly  should  be  treated  as  a  non-taxable 
exchange  under  Section  351.  As  in  the  instant  case,  the 
government  often  contends  that  a  corporation  is  too 
''thinly  capitalized"  and  that  the  note  received  for  the 
"purchase  price"  actually  represents  an  equity  interest 
in  the  corporation  in  the  nature  of  stock. 

The  cases  dealing  with  this  question  uniformly  treat 
it  as  an  issue  of  fact.  Basically,  it  is  a  question  of 
whether  the  substance  of  the  transaction  is  consistent 
with  its  form.  If  the  court  finds  that  it  was  in  fact 
the  intent  of  the  parties  to  make  a  sale  and  to  create  a 
bona  fide  indebtedness  for  the  purchase  price,  the 
transaction  is  held  not  to  be  covered  by  Section  351. 
It  does  not  matter  whether  the  seller  also  owns  some,  or 
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even  all,  of  the  stock  of  the  transferee  corporation;  nor 
is  the  length  of  the  term  of  the  purchaser's  obligation 
material.  A  sale  is  simply  not  within  the  purview  of 
the  statute  for  the  reasons  stated  previously. 

In  most  of  these  decisions,  the  court  has  merely  held 
that  because  the  transaction  was  found  to  be  a  sale,  it 
was  not  covered  by  Section  351,  without  discussing  the 
point  raised  in  the  instant  case  as  to  whether  the  note 
might  be  a  ''security"  as  distinguished  from  "stock." 
See,  e.g.,  Miller's  Estate  v.  Commissioner,  239  F.  2d 
729  (9th  Cir.  1956) ;  Sun  Properties,  Inc.  v.  United 
States,  220  F.  2d  171  (5th  Cir.  1955);  Piedmont 
Corporation  v.  Commissioner,  388  F.  2d  886  (4th  Cir. 
1968) ;  Woolley  Equipment  Co.  v.  United  States,  268 
F.  Supp.  358  (E.D.  Tex.  1966);  Dixie  Portland  Flour 
Co.,  31  T.C.  641  (1958);  /.  /.  Morgan,  Inc.,  30  T.C. 
881  (1958)  (acq.),  revd  on  other  grounds,  272  F.  2d 
936  (9th  Cir.  1959);  Ainsle  Perrault,  25  T.C.  439 
(1955),  acq.,  1956-1  C.B.  5;  Arthur  M.  Rosenthal, 
T.C.  Memo.  1965-254,  24  T.C.M.  1373.' 

The  "security"  issue  has  been  discussed  by  the  Tax 
Court  in  a  few  cases,  however,  where  it  was  urged  as  an 
alternative  argument.  In  four  cases  decided  prior  to  the 
instant  case,  and  one  decided  subsequently,  the  Tax 
Court  flatly  rejected  the  contention  that  a  note  received 
for  the  purchase  price  in  a  bona  fide  sale  could  be  re- 
garded as  a  "security"  within  the  meaning  of  Section 
351.  An  analysis  of  those  decisions  shows  that  their 
rationale  cannot  be  reconciled  with  the  court's  decision  in 
the  instant  case. 

The  first  of  such  cases  was  Warren  H.  Brown,  27 
T.C.  27  (1956),  acq.,  1957-2  C.B.  4.     There,  the  pe- 


^See  also,  the  recent  decision  of  this  court  in  Murphy  Logging 
Co.  V.  United  States,  378  F.  2d  222  (9th  Cir.  1967).  Although 
the  facts  of  that  case  differ  slightly  from  the  more  typical  cases 
cited  above,  it  is  clearly  in  accord  with  them  in  principle. 
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titioner  corporation  acquired  assets  from  a  partnership 
pursuant  to  an  installment  sale  contract  payable  in  10 
equal  annual  installments.  The  corporation,  in  which 
the  partners  owned  all  of  the  stock,  was  formed  for  the 
purpose  of  buying  the  partnership's  business.  Title  to 
the  assets  was  reserved  in  the  partners  until  the  full 
purchase  price  was  paid.  The  court  held  that  the 
transaction  was  a  sale,  not  a  non-taxable  exchange  un- 
der Section  112(b)(5)  of  the  1939  Code,  the  immedi- 
ate predecessor  to  Section  351  of  the  present  Code. 
After  discussing  and  rejecting  the  government's  prin- 
cipal argument  that  the  installment  note  represented 
a  stock  interest,  the  court  disposed  of  the  alternative 
argument  that  it  was,  nevertheless,  a  security,  in  the  fol- 
lowing language  (at  p.  36) :  "The  question  whether  an 
evidence  of  indebtedness  constitutes  a  security  does  not 
depend  for  its  resolution  upon  a  simple  determination 
of  the  length  of  time  the  obligation  is  to  run,  but 
depends  rather  upon  an  over-all  evaluation  of  the  na- 
ture of  the  debt  so  as  to  ascertain  whether  or  not  the 
instrument  issued  evidences  a  continuing  interest  in 
the  affairs  of  the  corporation.  .  .  .  The  installment 
contract  in  question  was  not  intended  to  insure  the 
partners  a  continued  participation  in  the  business  of 
the  transferee  corporation,  but  was  intended  rather  to 
effect  a  termination  of  such  a  continuing  interest.  We 
are  aware  of  no  decision  in  which  an  installment  sales 
contract  reserving  title  in  the  seller  has  been  held  to 
qualify  as  a  security  within  the  meaning  of  Section 
112(b)(5)  of  the  Code,  and  respondent  has  cited 
none. 

Although  in  certain  particulars  the  contract  may  re- 
semble a  bond,  essentially  it  partakes  of  the  nature  of  a 
contract  of  sale,  and  in  our  viezv  does  not  constitute  a 
security  zmthin  the  meaning  of  Section  112(b)(5)  of  the 
Code'''  (Emphasis  added.) 
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Two  things  should  be  immediately  evident  from  the 
Brown  case:  First,  although  it  did  not  cite  Le  Tulle  v. 
Scofield,  discussed  previously,  the  Tax  Court  correctly 
applied  the  Supreme  Court's  rationale  in  the  context  of 
Section  112(b)(5);  secondly,  such  rationale  conflicts 
diametrically  with  the  Tax  Court's  decision  in  the  instant 
case. 

Two  years  later,  the  Tax  Court  again  faced  this 
question  in  Harry  F.  Shannon,  29  T.C.  702  (1958), 
where  assets  were  transferred  to  a  corporation  in  ex- 
change for  a  corporate  note  payable  in  49  annual  in- 
stallments. The  corporation  was  formed  for  the  pur- 
pose of  acquiring  the  assets  and  all  of  its  stock  was 
issued  to  the  noteholders  concurrently  with  the  transfer 
of  assets.  It  was  found  that  the  transaction  was  a  sale, 
not  an  exchange  under  Section  112(b)(5),  relying  pri- 
marily on  Warren  H.  Brown  and  Sun  Properties,  Inc. 
V.  United  States,  supra,  but  also  citing  Le  Tulle  v. 
Scofield.  The  court  stated  that  because  of  such  hold- 
ing, it  was  unnecessary  to  discuss  the  question  of 
whether  the  installment  obligation  might  be  deemed  a 
security  if  the  transaction  were  other  than  a  sale. 

Similarly,  in  Arthur  F.  Brook,  T.C.  Memo.  1964- 
285,  23  T.C.M.  1730,  rev'd  on  other  grounds,  360  F.  2d 
1011  (2nd  Cir.  1966),  the  Tax  Court  held  that  a 
transfer  of  a  franchise  to  a  new  corporation  by  a  60% 
stockholder,  in  exchange  for  a  15-year  installment  note, 
was  a  sale  rather  than  a  non-taxable  exchange.  The 
court  first  rejected  the  government's  argument  that  the 
note  represented  "equity"  in  the  corporation,  and  then 
expressly  held  that  it  did  not  constitute  a  "security" 
under  Section  351  of  the  1954  Code,  citing  Warren  H. 
Brown,  supra.  The  following  language  from  the  court's 
opinion,  (at  p.  1739)  is  highly  pertinent  to  the  instant 
case:  "The  only  investment  Brook  had  in  petitioner  was 
his  stock.     Petitioner's  installment  obligation  was  not 
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intended  to  give  Brook  a  continuing  investment  or  stake 
in  petitioner's  business.  On  the  contrary,  the  purpose 
of  the  contract  was  to  liquidate,  as  quickly  as  was  con- 
sistent with  petitioner's  business  and  financial  exigen- 
cies, all  of  Brook's  interest,  other  than  arising  in  con- 
nection with  his  stock  ownership,  in  petitioner's  eco- 
nomic well-being.  Therefore,  petitioner's  contractual  ob- 
ligation to  pay  Brook  for  the  franchise  is  not  a 
security  within  the  meaning  of  Section  351." 

The  next  decision  of  the  Tax  Court  on  this  question, 
Charles  E.  Curry,  43  T.C.  667  (1965)  is  believed  by 
appellant  to  be  particularly  well  reasoned  and  persuasive 
authority.  Strangely,  although  it  was  relied  upon  heav- 
ily by  appellant,  and  cited  with  approval  in  the  opinion 
below,  the  respective  decisions  of  the  Tax  Court  in 
Curry  and  the  instant  case  are  patently  inconsistent. 

In  Curry,  pursuant  to  an  alleged  contract  of  sale, 
four  family  members  transferred  income  producing 
property  to  a  corporation  organized  two  days  earlier, 
in  which  55%  of  the  stock  was  owned  by  two  of  the 
transferors  and  the  remaining  45%  was  owned  by  the 
husband  of  a  third  transferor.  The  bulk  of  the  pur- 
chase price  was  payable  in  installments  over  a  period 
of  20  years,  evidenced  by  two  promissory  notes  secured 
by  deeds  of  trust  on  the  transferred  property.  As  in  the 
instant  case,  the  government  contended  that  the  or- 
ganization of  the  corporation  and  the  sale  of  property 
to  it  were  interdependent  steps  in  a  single  transaction 
governed  by  Section  351.  The  government's  primary 
position  was  that  the  notes  received  by  the  transferors 
were  substantially  equivalent  to  stock  in  the  corporation. 
As  an  alternative,  the  government  contended  the  notes 
constituted  "securities"  within  the  meaning  of  Section 
351. 

The  court  first  rejected  the  contention  that  the  notes 
represented  stock  and  held  that  they  created  a  bona  fide 
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indebtedness,  just  as  the  court  did  in  the  instant  case. 
A  "cogent  factor"  supporting  such  result  there,  as  it 
was  here,  was  the  disproportion  between  stock  owner- 
ship and  note  ownership.  The  court  said  on  page  687  of 
its  opinion  in  Curry:  "Consequently,  upon  final  pay- 
ment of  the  two  notes,  two  of  the  original  owners  will 
have  completely  terminated  their  financial  interests  in 
the  corporation  and  its  property.  Assuming  that 
Charles  F.  and  Charles  E.  retain  their  stock,  they  will 
have  changed  their  positions  significantly.  Charles  F. 
will  have  a  much  smaller  interest,  Charles  E.  a  much 
larger  one.  The  substantial  changes  in  ownership  which 
are  taking  place  as  the  notes  are  paid  strongly  support 
the  contention  of  the  petitioners  that  the  transfer  to 
the  corporation  was  intended  to  and  did  constitute  a 
sale  of  the  property,  and  that  the  notes  are  representa- 
tive of  a  bona  fide  indebtedness  arising  from  such  sale." 
(Emplasis  added. )^ 

Having  decided  that  the  notes  were  not  to  be  treated 
as  stock  for  purposes  of  applying  Section  351,  the  Curry 
court  proceeded  to  consider  the  alternative  argument 
that  the  notes  were  securities.  The  enormity  of  the 
Tax  Court's  different  treatment  of  the  very  same  issue 
there,  as  compared  with  the  instant  case,  can  be  seen 
by  reading  pages  696  and  697  of  the  Curry  opinion. 
After  citing  several  of  the  cases  which  have  held  that 
Section  351  and  its  predecessors  did  not  apply  to  a 
bona  fide  sale,  the  court  said  (at  p.  697)  :  "The  non- 
applicability  of  section  351  appears  to  have  been  as- 
sumed in  all  the  cases  cited  in  the  preceding  paragraph. 
This  rule  appears  so  well  settled  that  we  would  not  feel 


^This  quotation  should  be  compared  with  an  almost  iden- 
tical statement  in  the  Opinion  below  citing  Curry.  [T.  136.] 
Inexplicably,  however,  the  court  below  ignored  the  lan- 
guage in  Curry  that  such  changes  in  ownership  indicate  a  sale — 
not  merely  that  the  notes  represent  a  true  indebtedness,  as  held 
here. 
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justified  in  overturning  it  even  if  we  were  convinced 
it  be  erroneous.    However,  we  are  not  so  convinced. 

If  respondent's  position  were  adopted,  Section  351 
would  apply  even  where  an  unrelated  third  party  was 
the  stockholder  of  the  corporation.  .  .  .  We  cannot  be- 
lieve that  Congress  intended  non-recognition  of  gain  in 
such  a  case.  Indeed,  respondent  would  undoubtedly  be 
quick  to  object  if  taxpayers  tried  to  prevent  recognition 
by  such  a  device.  Yet  it  is  clear  that,  in  a  sale  ef- 
fected in  this  manner,  the  transfers  of  cash  for  stock 
and  property  for  notes  are  interdependent  steps  of  a 
single  plan.  It  is  not  a  ground  for  distinction  that  two 
of  the  stockholders  in  the  instant  case  were  also  trans- 
ferors of  realty,  since  we  have  found  the  parties  were 
capable  of  independent  action  and  intended  a  bona  fide 
sale. 

We  have  considered  the  cases  cited  by  respondent, 
but  they  are  factually  distinguishable  and  are  not  con- 
trolling. In  view  of  our  conclusion  that  section  351 
does  not  apply  to  this  sale,  we  find  it  unnecessary  to 
consider  petitioners'  argument  that  the  notes  are  not 
'securities'  as  that  term  is  used  in  section  351."  (Em- 
phasis added). 

It  is  beyond  appellant's  understanding  how  the  Tax 
Court  managed  to  reach  such  a  contrary  result  in  the 
instant  case  on  the  corollary  "security"  issue  after  fol- 
lowing Curry  on  the  primary  issue.  The  cases  are  in- 
distinguishable in  principle  and  the  court  certainly  gave 
no  hint  that  it  thought  otherwise.  Yet,  when  the  court 
moved  on  to  the  security  point  in  this  case,  it  simply 
ignored  its  holding  and  rationale  in  Curry  and  the 
other  authorities  cited  hereinabove. 

But  the  Tax  Court's  unexplained  departure  from 
Curry  on  the  security  issue  in  the  instant  case  becomes 
even  more  of  an  enigma  upon  examination  of  its  opinion 


—36— 

in  Stevens  Pass,  Inc.,  48  T.C.  532  (1967),  decided  after 
this  case.  There,  the  issues  and  facts  were  in  all  ma- 
terial respects  identical  to  those  here.  The  taxpayer 
corporation  purchased  100%  of  the  stock  of  an  old  cor- 
poration and  liquidated  it  claiming  a  stepped-up  basis 
under  Section  334(b)(2).  Although  the  new  corpora- 
tion was  formed  to  acquire  the  old  one,  there  were  sub- 
stantial differences  in  stock  ownership  so  that  there 
was  a  shift  in  control  as  the  result  of  the  transaction. 
One  owner  of  50%  of  the  voting  stock  in  the  old  cor- 
poration owned  no  stock  in  the  new  one.  The  owner 
of  the  other  50%  of  the  voting  stock  in  the  old  cor- 
poration owned  only  30%  of  the  new  corporation.  A 
third  individual,  who  had  owned  100%  of  a  second  class 
of  non-voting  stock  in  the  old  corporation,  became  a 
20%  owner  of  the  new  corporation.  The  remaining  50% 
of  the  stock  in  the  new  corporation  was  purchased  by 
outsiders.  The  new  corporation  gave  a  ten-year  install- 
ment note  for  the  purchase  price. 

Appellee  argued  there,  as  he  did  here,  that  the 
stepped-up  basis  should  be  denied  because  the  transac- 
tion fell  within  the  provisions  of  Section  351.  Although 
not  entirely  clear  from  the  court's  opinion,  it  appears 
that  the  government  argued  only  that  the  ten-year  in- 
stallment obligation  constituted  a  ''security."  In  any 
event,  it  was  argued  that  the  "control"  requirement  of 
Section  351  was  satisfied  by  treating  the  outside  in- 
vestors who  contributed  cash  as  part  of  the  "transfer- 
ors" along  with  the  stockholders  of  the  old  corporation. 
But  the  Tax  Court,  following  Charles  E.  Curry,  supra, 
held  that  the  government's  position  "requires  an  un- 
warranted extension  of  the  scope  of  the  non-recognition 
provisions  of  Section  351."  Stevens  Pass,  Inc.,  supra, 
at  539.  Pointing  out  the  "strikingly  similar"  factual 
pattern  of  the  Curry  case,  the  court  emphasized  the 
significance  of  the  substantial  changes  in  stock  owner- 


—37— 

ship;  and  it  was  noted  that  both  cases  unquestionably 
involved  arm's  length  transactions  (citing  also  this 
court's  decision  in  Murphy  Logging  Co.  v.  United 
States,  supra). 

In  view  of  the  same  findings  in  the  instant  case  re- 
garding the  arm's  length  nature  of  the  June  26,  1961 
transaction,  and  the  substantial  changes  in  ownership, 
what  conceivable  justification  is  there  for  such  disparate 
treatment  here?  Indeed,  since  the  sellers  here  owned 
even  less  of  an  interest  in  appellant — less  than  50% 
— than  the  sellers  did  in  Curry  and  Stevens  Pass,  it  re- 
quires even  more  of  an  "unwarranted  extension" 
to  apply  Section  351. 

The  most  recent  decision  by  the  Tax  Court  in  this 
area,  though  reaching  a  different  result  on  the  facts,  is 
not  inconsistent  with  appellant's  legal  contentions  in  the 
instant  case.  In  George  A.  Nye,  50  T.C.  No.  21 
(1968),  two  partners  organized  a  corporation  to  take 
over  their  business  and  acquired  all  of  its  stock.  At 
about  the  same  time,  they  transferred  their  partnership 
assets  to  the  corporation  for  a  ten-year  installment 
note.  The  court  found  that  despite  the  form  of  the 
documentation  used,  the  transaction  was  not  a  bona 
fide  sale  and  in  substance  was  a  mere  change  in  the 
organization  of  the  enterprise.  The  promissory  note 
was  then  held  to  qualify  as  a  "security,"  bringing  the 
transaction  within  the  purview  of  Section  351. 

Of  course,  the  point  which  conclusively  distinguishes 
the  case  at  bar  is  that  here,  unlike  the  finding  in  Nye, 
there  was  a  substantial,  recognized  business  purpose 
for  the  sale  to  be  separate  from  the  stock  issuance.  The 
uncontroverted  purpose  of  the  transaction  was  to  effect 
a  true  sale — not  a  mere  change  in  form — by  transfer- 
ring control  and  70%  ownership  to  new  parties.  As  we 
have  shown,   this  substantial  shift  in  ownership,   and 


—38— 

the  disproportion  between  the  noteholders  and  stock 
owners,  was  cited  by  the  court  in  Stevens  Pass  as  suf- 
ficient in  and  of  itself  to  distinguish  the  type  of  situa- 
tion in  Nye;  and  the  same  "cogent  factor"  was  decisive 
in  Charles  E.  Curry.  Plainly,  the  Stevens  Pass  and 
Curry  cases  are  controlling  here/" 

D.  The  Authorities  ReHed  Upon  in  the  Opinion  Below  Do 
Not  Support  the  Decision  in  the  Instant  Case,  nor  Can 
the  Court's  Rationale  Withstand  Logical  Analysis  Under 
the  Settled  Principles  Discussed  in  the  Preceding  Por- 
tions of  This  Brief. 

It  should  now  be  apparent  that  the  Tax  Court  in  the 
opinion  below  reached  precisely  the  opposite  conclusion 
from  that  required  under  the  authorities  discussed  pre- 
viously and  the  undisputed  facts  of  this  case.  An 
analysis  of  the  cases  which  the  court  relied  upon  will 
show  that  they  are  fully  consistent  with  the  principles 
we  have  discussed  and  do  not  justify  any  different 
result  in  the  instant  case  than  that  which  was  reached 
in  such  cases  as  Charles  E.  Curry,  supra,  and  Stevens 
Pass,  Inc.,  supra. 

To  begin  with,  the  court  quoted  from  the  case  of 
Wellington  Fund,  Inc.,  4  T.C.  185,  189  (1944),  which 
did  not  even  involve  the  non-taxable  exchange  provisions 
of  the  Code.  The  question  there  was  whether  a  12- 
year  note  representing  loans  by  the  taxpayer  corporation 
to  another  corporation,  for  working  capital  needs,  dis- 


^•^In  view  of  the  change  of  ownership  in  the  instant  case, 
the  point  is  academic  but  appellant  feels  that  the  rationale  for 
the  determination  in  Nye  that  the  transaction  was  not  a  sale 
conflicts  with  several  decisions,  including  two  by  this  court.  In 
Miller's  Estate  v.  Commissioner,  supra,  and  Murphy  Logging 
Co.  V.  United  States,  supra,  it  was  held  that  similar  sales  of 
partnership  businesses  to  corporations  owned  entirely  by  the 
partners  did  not  come  within  the  provisions  of  Section  351.  To 
the  same  effect,  see  Warren  H.  Brown,  supra,  and  Ainsle  Per- 
rault,  supra,  decided  by  the  Tax  Court  itself. 
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qualified  taxpayer  from  treatment  as  a  mutual  invest- 
ment company  because  of  an  excessive  investment  in 
"securities"  of  another  corporation.  It  was  held  that 
the  note  was  not  a  security  because  it  represented  a 
loan,  not  an  investment  in  the  business.  In  the  context 
of  the  problem  presented  in  Wellington,  the  language 
quoted  was  correct.  But  it  most  certainly  cannot  be 
taken  to  mean  that  in  order  to  be  excluded  from  the 
term  "securities"  under  Section  351,  an  indebtedness 
must  be  in  the  nature  of  a  temporary  loan  for  working 
capital  needs. 

The  "more  recent"  case  of  Camp  Walters  Enterprises, 
Inc.,  22  T.C.  737  (1954),  affd,  230  F.  2d  555  (5th 
Cir.  1956),  at  least,  did  involve  an  application  of  Sec- 
tion 112(b)(5)  of  the  1939  Code  (now  Section  351). 
There,  notes  were  issued  by  a  new  corporation  in  ex- 
change for  a  transfer  of  certain  property  from  in- 
dividuals who  concurrently  received  all  of  the  corpora- 
tion's stock.  The  notes  were  issued  to  the  shareholders 
in  proportion  to  their  stock  interest.  In  all,  there  were 
89  unsecured,  non-negotiable  notes  payable  in  from  five 
to  nine  years  from  the  date  of  issuance.  After  an 
"over-all  evaluation  of  the  nature  of  the  debt,"  the  court 
held  that  the  notes  were  securities  under  Section  112- 
(b)(5).  It  concluded  the  notes  represented  a  stake  in 
the  business  because  the  venture  was  risky  and  the 
notes  were  unsecured,  stating  (at  p.  752)  :  "It  seems 
clear  that  the  note  holders  were  assuming  a  substantial 
risk  of  petitioner's  enterprise,  and  on  the  date  of  is- 
suance were  inextricably  and  indefinitely  tied  up  with 
the  success  of  the  venture,  in  some  respects  similar  to 
stockholders." 

By  contrast,  the  trial  court  found  in  the  instant  case 
that  the  business  acquired  by  appellant  was  well  estab- 
lished with  a  good  past  earnings  record  and  equally 
good  prospects  for  the  future.     Accordingly,  the  court 
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rejected  the  government's  contention  that  payment  was 
at  the  risk  of  the  venture,  similar  to  a  contribution  of 
capital.  [T.  130-131,  132-133.]  Although  there  was 
certainly  some  risk  involved  on  the  part  of  the  sellers, 
as  there  is  in  any  deferred  payment  sale,  it  was  a  good 
one  under  the  circumstances  and  quite  dissimilar  from 
an  equity  investment.  Charles  E.  Curry,  supra  at  693. 

It  is  also  significant  that  the  taxpayer  apparently  did 
not  contend  in  the  Camp  Walters  case  that  the  trans- 
action was  a  sale.  The  documentation  used  referred 
to  it  as  an  "assignment."  Hence,  the  court  never 
discussed  the  differences  between  a  sale  and  an  exchange 
under  Section  112(b)(5).  In  Harry  F.  Shannon, 
supra,  that  Tax  Court  distinguished  the  Camp  Walters 
case  on  the  facts  and  then  stated  (at  p.  718)  :  "More- 
over, as  suggested  above  in  discussing  Le  Tulle,  the 
court,  in  Camp  Walters,  did  not  suggest  that  where 
the  facts  demonstrated  a  sale,  it  would  nevertheless  be 
necessary  to  transpose  them  into  a  section  112(b)(5) 
and  (c)(1)  exchange.  See  Sun  Properties  v.  United 
States,  supra.'' 

More  important,  however,  is  the  fact  that  in  Camp 
Walters  there  was  no  disproportion  between  the  note- 
holders and  the  stockholders  and  na  change  in  control 
or  beneficial  ownership  as  the  result  of  the  transaction. 
Hence,  that  case,  like  George  A.  Nye,  supra,  is  dis- 
tinguishable from  the  instant  case  for  the  specific  rea- 
sons stated  in  Stevens  Pass,  Inc.,  supra.  Charles  E.  Cur- 
ry, supra,  requires  the  same  distinction.  Cf.  Hyman 
Berghash,  43  T.C.  743  (1965),  affd,  361  F.  2d  257 
(2d  Cir.  1966) ;  Estate  of  Ernest  G.  Howes,  affd  sub 
nom.  Commissioner  v.  Johnson,  supra. 

The  final  case  relied  upon  by  the  court  below  for  its 
holding  that  the  notes  in  question  were  securities,  is 
Daniel  H.  Burnham,  33  B.T.A.  147  (1935),  affd,  86 
F.  2d    (7th   Cir.    1936),    cert,    denied,    300   U.S.    683 
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(1937).  There,  the  court  held  an  exchange  of  10  year 
notes  for  stock,  in  connection  with  the  recapitalization 
of  a  corporation,  constituted  an  exchange  of  ''secu- 
rities" for  stock  amounting  to  a  reorganization.  The 
court  specifically  distinguished  cases  involving  sales — 
which,  for  the  same  reasons,  distinguishes  the  present 
situation. 

The  trial  court's  lack  of  understanding  of  the  real 
rationale  behind  the  authorities  it  relied  upon — not  to 
mention  its  total  disregard  of  the  cases  cited  by  appel- 
lant— was  made  abundantly  clear  by  the  manner  in 
which  it  sought  to  apply  various  "criteria"  to  the  facts 
in  the  instant  case.  For  example,  the  court  said  that 
while  not  controlling,  "the  fact  that  the  term  of  the 
note  is  for  15  years  itself  strongly  supports  our  con- 
clusion," stating  that  notes  of  shorter  terms  were  held 
to  be  securities  in  Burnham  and  Camp  W alters .  [T. 
142]  But  the  term  was  as  immaterial  in  those  cases  as 
it  was  in  the  instant  case.  It  is  the  nature  of  the  debt 
which  is  determinative,  not  the  length  of  the  obligation. 
The  Supreme  Court  expressly  so  held  in  Le  Tidle  v. 
Scofield,  supra. 

The  trial  court  offered  no  reason  why  any  particular 
length  of  term  should  be  significant  on  this  issue.  Ap- 
pellant wonders  how  the  court  would  explain  the 
cases  in  which  it  has  held  that  notes  of  15  years  or 
more  in  duration  were  not  securities,  e.g.,  Harry  F. 
Shannon,  supra  (49  years) ;  Charles  E.  Curry,  supra 
(20  years);  Arthur  F.  Brook,  supra  (15  years).  See 
also.  Sun  Properties,  Inc.  v.  United  States,  supra  (15 
years  ).^^ 


^^It  should  also  be  remembered  that  the  court  acknowledged 
the  sound  business  judgment  of  selecting  15  year  terms  for  the 
notes  in  question,  instead  of  the  10  year  pay-off  initially  pro- 
posed. [T.  130.]  Apparently  the  reason  for  the  particular  term 
was  not  a  factor  in  the  trial  court's  thinking  on  this  issue.  Is 
it  purely  a  matter  of  time,  which  some  arbitrary  dividing  line? 
What  shorter  period  would  have  made  the  difference  here — and 
why? 
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The  next  of  the  trial  court's  "criteria"  was  that  the 
notes,  together  with  the  Agreement  of  Purchase  and 
Sale,  secured  for  the  Jerome  Brothers  partnership  "the 
continuing  participation  in  the  business  which  is  so 
characteristic  of  a  security  interest."  [T.  142.]  The 
court  then  discussed  the  various  restrictive  provisions 
of  the  agreement  which  it  had  previously  said  were 
merely  designed  to  protect  the  Jeromes  as  creditors. 
[Compare  T.  135-136  with  T  142-143.]  It  is  obvious 
from  the  authorities  we  have  discussed,  that  these  pro- 
tective measures  (which  all  prudent  deferred  payment 
creditors  demand  in  one  form  or  another)  are  not  the 
kind  of  "continued  participation  in  the  affairs  of  a 
business"  referred  to  in  Le  Tulle  v.  Scofield  and  the 
other  cases  using  that  phrase.  What  is  really  meant 
is  a  substantial  continued  proprietary  interest — a  stake 
in  the  success  of  the  venture — not  the  interest  of  a 
secured  creditor  in  connection  with  an  installment  sale 
to  the  corporation.  The  "security  interest"  of  a  seller 
is  not  the  same  as  that  of  a  proprietor;  and  it  is  only 
the  latter  which  is  within  the  purview  of  Section  351. 
Charles  E.  Curry,  supra  at  692. 

We  refer  again  to  our  earlier  quotations  from  the 
Tax  Court's  own  decisions  in  Warren  H.  Brozmi,  supra, 
at  p.  36  and  Arthur  F.  Brook,  supra,  at  p.  1739.  There, 
the  court  stated  explicitly  in  each  case  that  the  purchas- 
ing corporation's  installment  obligation  was  not  intend- 
ed to  give  the  seller  a  continuing  investment  or  stake 
in  the  business.  On  the  contrary,  its  purpose  was  to 
liquidate  his  interest  as  quickly  as  was  consistent  with 
the  corporation's  ability  to  pay.  This  is  equally  true 
in  the  present  case. 

The  last  criterion  which  the  court  referred  to,  is  the 
fact  that  each  of  the  three  Jeromes  continued  to  own 
10%  of  the  stock  in  appellant,  and  continued  to  actively 
participate  in  the  management  of  the  business.     Here 
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again,  the  court  missed  the  point.  Many  of  the  author- 
ities we  have  discussed  involved  continued  stock  owner- 
ship and  participation  in  the  management  of  the  busi- 
ness. In  most  of  them,  the  noteholders  even  controlled 
the  business.  But  such  participation  does  not  come 
from  the  note  given  by  the  corporation  for  the  purchase 
price.  It  is  not  the  type  of  continued  participation 
through  ownership  of  securities  discussed  by  the  cases. 
Arthur  F.  Brook,  supra;  cf.  Estate  of  Ernest  G.  Howes, 
supra}^ 

One  further  point  which  should  be  mentioned  in  con- 
nection with  this  issue,  is  that  the  trial  court's  reliance 
on  the  various  "step  transaction"  cases,  cited  in  the 
opinion  for  the  purpose  of  finding  "control"  by  the 
transferors,  cannot  survive  the  initial  misapplication  of 
Section  351.  Since  the  June  26,  1961  transaction  was 
a  bona  fide  sale,  it  cannot  be  converted  into  a  Section 
351  exchange  merely  because  the  sale  and  stock  issu- 
ance were  interrelated  parts  of  a  larger  transaction.  The 
court  expressly  so  held  in  Charles  E.  Curry,  supra, 
and  Stevens  Pass,  Inc.,  supra.  The  point  is,  even  in 
combination  the  various  steps  add  up  to  a  transaction 
which  is  not  within  the  intended  purview  of  Section 
351. 

The  ultimate  effect  of  the  Tax  Court's  decision  in 
the  instant  case,  if  permitted  to  stand,  will  be  to  so 
broaden  the  scope  of  Section  351  that  it  will  effectively 
prohibit  most  long  term  sales  to  corporations  organized 
for  that  purpose — even  if,  as  in  this  case,  they  are  con- 
trolled by  someone  other  than  the  sellers — unless  the 
corporate  purchaser  is  willing  to  assume  the  seller's  ad- 
justed basis.     No  such  tax  disadvantage  is  imposed  on 


^^As  noted  previously,  the  court  also  held  in  the  instant  case 
that  the  note  received  by  the  Wilson  Co.  was  a  security  for  the 
same  reasons  applicable  to  the  Jeromes'  note.  However,  the 
Wilson  Co.  did  not  acquire  any  stock  ownership  in  appellant  or 
participate  in  the  management  of  appellant's  business. 
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any  other  purchaser  of  property  in  an  arm's  length 
transaction,  and  it  most  assuredly  was  not  the  intention 
of  Congress  that  Section  351  should  have  that  effect  in 
cases  like  this  one. 

11. 
The  Tax  Court  Erred  in  Holding  That  the  Stock 
Purchased  in  the  June  26,  1961  and  December 
20,  1962  Transactions  Was  Acquired  From  a 
Person  Whose  Stock  Was  Attributable  to  Ap- 
pellant Under  Section  318. 

A.     The  Issue  Here  Is  Whether  Section  318  Was 
Properly  Construed. 

The  court  held  that  appellant  was  not  entitled  to  a 
stepped-up  basis  upon  the  liquidation  of  Old  Baker, 
Kerman  and  Veronica  on  the  ground  that  the  stock  of 
those  corporations  was  not  "purchased"  by  appellant 
within  the  meaning  of  Section  334(b)(3)(C).  This  de- 
termination requires  a  review  of  the  Tax  Court's  inter- 
pretation of  Section  318  of  the  Internal  Revenue  Code, 
as  applied  to  facts  which  are  not  in  dispute.  Unlike  the 
first  issue,  however,  the  problem  here  seems  to  be  one 
of  first  impression. 

In  order  to  make  Section  334(b)(3)(C)  applicable, 
the  court  had  to  find  that  on  the  dates  of  the  1961 
and  1962  transactions  the  Jerome  Brothers  partnership 
owned  50%  or  more  of  appellant's  stock.  In  such 
event,  Section  318(a)(2)(C)  would  require  appellant 
to  be  considered  the  owner  of  the  stock  which  the 
Jerome  Brothers  partnership  owned  in  Old  Baker,  Ker- 
man and  Veronica.  The  partnership,  of  course,  owned 
none  of  appellant's  stock  directly  but  did  own  30%  con- 
structively by  reason  of  Section  318(a)(2)(A),  which 
attributes  to  a  partnership  any  stock  owned  by  its 
partners. 


To  this  30%  constructive  ownership,  the  court  added 
16.5%  by  reason  of  its  determination  that  Manchester, 
the  limited  partnership,  was  still  in  existence,  at  least 
for  purposes  of  applying  the  partnership  attribution 
rules  of  Section  318(a)(2)(A),  as  late  as  December  20, 
1962.  Thus,  it  concluded  that  the  10%  of  appellant's 
stock  owned  by  each  of  the  five  keymen  who  had  been 
partners  in  Manchester  was  attributable  to  Manchester, 
making  it  the  constructive  owner  of  50%  of  appellant's 
stock.  Each  of  the  Jerome  brothers  was  then  deemed 
to  own  11.11%  of  such  50%,  or  5.5%,  because  he 
owned  11.11%  of  Manchester.  And  finally,  the  5.5%  of 
appellant's  stock  thus  attributed  to  each  of  the  Jeromes 
was  attributed  once  more  to  the  Jerome  Brothers  part- 
nership, making  the  total  of  16.5%  derived  from  Man- 
chester's alleged  existence. 

A  final  5%  of  appellant's  stock  was  deemed  owned  by 
the  Jerome  Brothers  partnership  in  a  similar  three  step 
application  of  the  attribution  rules  from  one  of  the 
other  keymen.  Jack  Keith,  through  Keith  Engineering 
partnership. 

By  combining  the  attribution  rules  in  this  fashion, 
the  court  determined  that  the  Jerome  Brothers  partner- 
ship owned  a  fatal  51.5%  of  appellant's  stock  so  that 
sections  318(a)(2)(C)  and  334(b)(3)(C)  must  be  ap- 
pHed  to  deny  appellant's  claim  of  a  stepped-up  basis. 

B.  After  Manchester  Sold  Its  Assets  and  Permanently 
Ceased  Engaging  in  Business  on  March  1,  1961,  It 
Terminated   for    Tax    Purposes    Under    Section    708(b). 

If,  as  appellant  contends,  Manchester  terminated  on 
March  1,  1961,  the  court  erred  in  attributing  16.5%  of 
appellant's  stock  to  the  Jerome  Brothers  partnership 
under  the  three  step  application  of  the  partnership  at- 
tribution rules  of  Section  318.  The  elimination  of  such 
attribution  by  way  of  Manchester,  of  course,  would  re- 
quire a  reversal  on  this  issue. 
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Section  318  does  not  define  the  terms  "partnership" 
or  "partner,"  nor  does  it  say  when  an  existing  partner- 
ship ceases  to  be  such  for  attribution  purposes.  In  the 
instant  case,  the  court  found  that  Manchester,  which 
was  formed  for  a  specific  purpose,  did  in  fact  sell  all 
of  its  assets  connected  with  that  venture  on  March  1, 
1961 ;  and  that  after  such  date  the  partnership  "no 
longer  engaged  in  active  business."  [T.  114-115.] 
Nevertheless,  the  court  concluded  that  it  continued  to 
exist  for  the  purpose  of  "winding  up  its  affairs" — i.e., 
collecting  money  due  the  partnership  by  reason  of  the 
March  1  installment  sale  of  its  assets.  In  the  court's 
view,  any  partnership  that  is  "winding  up  its  af- 
fairs," even  though  admittedly  no  longer  in  business,  is 
still  a  "partnership"  and  Section  318  must  be  applied. 
[T.  152-154.] 

However,  for  reasons  unknown  to  appellant,  the  court 
does  not  appear  to  have  considered  the  principal  argu- 
ment we  advanced  below  that  Manchester  should  not  be 
treated  as  a  partnership  under  Section  318  because  it 
terminated  for  purposes  of  partnership  taxation  under 
Section  708(b)  of  the  Internal  Revenue  Code.  Of 
course,  we  realize  that  Section  708  expressly  states  that 
its  rules  are  for  purposes  of  partnership  taxation  under 
subchapter  K,  and  hence  do  not  necessarily  apply  to 
Section  318.  Indeed,  appellant  believes  that  the  dif- 
fering purposes  behind  the  two  sections  require  a  ter- 
mination for  constructive  ownership  purposes  sooner 
than  the  technical  termination  date  for  filing  partner- 
ship returns  and  winding  up.  In  any  event,  it  seems 
obvious  that  there  is  no  rational  basis  for  regarding  a 
partnership  as  continuing  under  Section  318  after  it 
has  terminated  for  income  tax  purposes.  The  court  be- 
low did  not  even  discuss  this  argument  or  Section  708. 

Section  708(b)(1)(A)  provides  that  a  partnership 
terminates  if  "no  part  of  any  business,   financial  op- 


eration  or  venture  of  the  partnership  continues  to  be 
carried  on  by  any  of  its  partners  in  a  partnership." 
Under  Regulation  Section  1.708-1  (b),  the  partnership 
terminates  under  this  provision  ''when  operations  of  the 
partnership  are  discontinued."  In  commenting  on  the 
meaning  of  cessation  of  business  under  Section  708, 
Mertens  Law  of  Federal  Income  Taxation,  §35.75  states 
(at  p.  214):  "It  would  seem  that  the  'business'  of  the 
partnership  includes  only  the  activities  for  which  it  was 
originally  established  or  which  were  undertaken  in  the 
course  of  its  operations." 

Since  the  trial  court  found  that  on  March  1,  1961 
Manchester  sold  the  assets  connected  with  the  business 
for  which  it  was  established  and  thereafter  did  not  en- 
gage in  any  business,  Manchester  clearly  terminated 
under  this  provision.  The  court's  statement  that  the 
partnership  was  still  "winding  up  its  affairs"  is  ir- 
relevant. Under  the  regulations,  a  winding  up  period 
does  not  prolong  the  existence  of  the  partnership  after 
an  agreed  dissolution  if  the  partners  do  not  carry  on 
any  business  during  the  winding  up  period.  Reg.  Sec. 
1.708-1  (b).'' 

Furthermore,  and  even  more  important,  the  sale  of 
all  of  Manchester's  assets  by  itself  would  automatically 
terminate  the  partnership  under  a  separate  provision  of 
Section  708(b).  Section  708(b)(1)(B)  provides  that 
there  is  a  termination  if  there  is  a  sale  of  50%  or 
more  of  the  total  interest  in  partnership  capital  and 
profits  within  a  12-month  period.  Regulation  Section 
1.708-1  (b)  provides  that  the  date  on  which  the  part- 
nership terminates  in  such  event  is  the  date  of  the  sale. 


i^In  any  event,  appellant  does  not  understand  the  basis  for  the 
court's  holding  that  Manchester  was  still  winding  up  its  affairs 
as  late  as  December  20,  1962,  the  date  of  the  Veronica  transaction. 
Manchester's  final  tax  return  was  for  the  period  ending  August 
30,  1962. 
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This  court  has  held  that  a  sale  of  the  principal  part- 
nership assets  will  be  treated  for  tax  purposes  as  a  sale 
of  the  partnership  interests.  Hatch's  Estate  v.  Commis- 
sioner, 198  F.  2d  26  (9th  Cir.  1952).  That  decision 
was  followed  in  Barran  v.  Commissioner,  334  F.  2d  58, 
64-65  (5th  Cir.  1964).  It  follows  that  the  March  1, 
1961  sale  of  all  assets  immediately  terminated  the  part- 
nership under  Section  708(b)(1)(B).  James,  et  al.  v. 
United  States,  63-1  U.S.T.C.  ^9478  (D.C.  Ga.  1963). 

The  fact  that  a  partnership  tax  return  was  filed  for  a 
subsequent  period,  ending  August  31,  1962,  does  not 
constitute  an  admission  that  the  partnership  was  in  ex- 
istence until  that  time,  particularly  where  the  only  pur- 
pose for  the  return  was  to  report  the  sale  of  the  partner- 
ship's assets.  Hatch's  Estate  v.  Commissioner,  supra; 
Avent  V.  Commissioner,  76  F.  2d  386  (5th  Cir.  1935). 
Since  the  provisions  of  Section  708(b)(1)(B)  apply 
automatically,  the  partnership's  existence  could  not  be 
extended  beyond  the  date  of  the  sale  simply  by  filing  a 
partnership  tax  return  for  a  subsequent  period.  See, 
James,  et  al.  v.  United  States,  supra. 

C.  Since  Under  State  Law  the  Agency  Relationship  Was 
Dissolved  on  March  1,  1961,  Eliminating  the  Rationale 
for  Partnership  Attribution,  Manchester  Was  No  Longer 
a  Partnership  Within  the  Purview  of  Section  318. 

Irrespective  of  whether  Manchester  terminated  on 
March  1,  1961,  under  the  technical  provisions  of  Sec- 
tion 708(b),  appellant  contends  that  there  was  definitely 
a  termination  of  the  partnership  on  that  date  insofar 
as  the  purpose  of  Section  318  is  concerned. 

The  underlying  purpose  of  Section  318  is  to  prevent 
tax  avoidance  in  situations  involving  possibly  identical 
economic  interests.  The  partnership  attribution  rules 
are  based  upon  a  kind  of  "alter  ego"  theory.  Thus, 
stock  actually  owned  by  a  partner  is  deemed  owned  by 


his  partnership  because  of  the  agency  relationship  be- 
tween them.  On  the  other  hand,  stock  which  is  actually 
owned  by  a  partnership  is  deemed  owned  by  its  partners 
in  proportion  to  their  interests  in  the  partnership  on 
the  theory  of  beneficial  ownership.  See,  Mertens,  Law 
of  Federal  Income  Taxation,  Code  Commentary,  Ch.  1, 
Subch.  C,  pp.  114-127;  Senate  Committee  Report  on 
P.  L.  88-554,  2  U.S.  Cong.  &  Adm.  News.  '64,  p.  3401. 

It  would  seem  obvious,  therefore,  that  if  the  agency 
relationship  and/or  beneficial  ownership  terminate  with 
respect  to  a  particular  partnership  under  controlling  state 
law,  there  is  no  longer  a  partnership  within  the  pur- 
view of  Section  318.  Under  California  law,  a  '^dissolu- 
tion"  has  precisely  such  legal  effect.  The  rule  may  be 
stated  as  follows :  "When  a  partnership  is  dissolved,  the 
authority  of  one  partner  to  create  a  new  obligation  or 
indebtedness  for  the  partnership  is  revoked,  and  his 
agency  for  his  co-partners  ends."  38  Cal.  Jur.  2d,  Part- 
nership, §107,  pp.  22-23. 

To  the  same  effect,  see  Credit  Bureau,  Inc.  v.  Beach, 
144  Cal.  App.  2d  439,  443,  301  P.  2d  87  (1956); 
Maryland  Casualty  Co.  v.  Little,  102  Cal.  App.  205, 
211,  282  Pac.  968  (1929);  Rassaert  v.  Mensch,  17 
Cal.  App.  637,  120  Pac.  1072  (1911). 

A  partnership  may  be  dissolved  under  California  law 
by  mutual  consent  of  the  partners.  It  does  not  require 
a  contemporaneous  division  of  the  assets,  and  results 
by  agreement  even  though  liquidation  and  winding  up 
of  the  partnership's  affairs  are  carried  out  subsequent- 
ly. Nor  does  dissolution  require  formal  action,  but  may 
be  accomplished  by  words  or  acts  implying  an  intent  to 
dissolve,  or  by  conduct  which  is  inconsistent  with  the 
continuation  of  the  partnership.  Middleton  v.  Newport, 
6  Cal.  2d  57,  56  P.  2d  508  (1936);  Pilch  v.  Milikin, 
200  Cal.  App.  2d  212,  19  Cal.  Rptr.  334  (1962);  Mc- 
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Kensie  v.  Dickinson,  43  Cal.  119  (1872);  Fooshe  v. 
Sunshine,  96  Cal.  App.  2d  336,  215  P.  2d  66  (1950); 
Fisher  v.  Fisher,  83  Cal.  App.  2d  357,  188  P.  2d  802 
(1948);  Richards  v.  Flumbe,  116  Cal.  App.  2d  132, 
253  P.  2d  126  (1953).'^ 

In  the  instant  case,  the  fact  that  the  partnership 
sold  all  of  its  assets  in  connection  with  the  only  ven- 
ture for  which  it  had  been  formed,  and  ceased  en- 
gaging in  any  further  business  whatsoever,  is  conclu- 
sive evidence  of  a  dissolution  in  the  absence  of  any 
showing  to  the  contrary.  Maryland  Casualty  Co.  v. 
Little,  supra;  cf.  Cavasso  v.  Downey,  45  Cal.  App. 
780,  188  Pac.  594  (1920).  Since  such  dissolution  ter- 
minated any  agency  relationship  or  beneficial  owner- 
ship with  respect  to  the  subsequent  stock  issuance  of  ^ 
appellant — a  totally  unrelated  venture — there  is  abso- 
lutely no  basis  for  regarding  Manchester  as  a  partnership 
for  constructive  ownership  purposes  after  March  1,  1961, 
even  if  it  was  still  in  the  process  of  winding  up  its 
affairs  as  the  court  concluded. 

The  Tax  Court  attempted  to  dispose  of  appellant's 
contention  that  Manchester  could  not  be  regarded  as  a 
partnership  within  the  meaning  and  purpose  of  Sec- 
tion 318  after  it  sold  its  assets  and  ceased  engaging  in 
business,  by  simply  citing  a  footnote  from  its  own  de- 
cision in  /.  Milton  Sorem,  40  T.C.  206  (1963),  Rei/d 
on  other  grounds,  334  F.  2d  275  (10th  Cir.  1964).  By 
such  footnote,  the  court  held  that  a  partnership  which 


^^Federal  tax  cases  have  also  recognized  that  the  existence 
of  a  partnership  is  a  matter  of  the  parties'  intent.  Nellie  Russo 
Linsenneyer,  25  T.C.  1126  (1956)  ;  Leff  v.  Commissioner,  235  F. 
2d  439  (2d  Cir.  1956). 


—51— 

"transacted  no  active  business,"  but  admittedly  contin- 
ued in  existence  for  the  purpose  of  collecting  and  pay- 
ing accounts  incurred  during  business  operations,  re- 
quired an  application  of  the  partnership  attribution 
rules. 

In  the  first  place,  appellant  contends  that  Sorem  is 
distinguishable  from  the  instant  case  for  several  critical 
reasons.  There,  the  taxpayer  admitted  that  the  part- 
nership continued  to  exist  past  the  crucial  date.  No 
contention  was  made  that  there  was  a  termination  under 
any  of  the  provisions  of  Section  708,  nor  was  it  ar- 
gued that  there  was  a  dissolution  under  state  law.  It 
was  simply  urged  that  the  partnership  should  be  dis- 
regarded because  it  transacted  no  active  business,  though 
it  admittedly  continued  to  collect  and  pay  various  ac- 
counts which  had  been  created  by  business  operations. 
In  the  instant  case,  the  only  "collection"  activity  which 
occurred  after  March  1,  1961  related  to  the  proceeds  of 
the  sale  of  the  partnership's  assets — the  very  event 
which  terminated  the  partnership's  business — and  had 
nothing  to  do  with  the  former  operations  of  the  part- 
nership. 

Furthermore,  in  Sorem,  stock  in  corporations  owned 
by  the  partnership  was  sold  to  another  corporation  in 
which  the  partners  owned  a  majority  of  the  stock,  and 
the  acquiring  corporation  then  carried  on  the  same  busi- 
ness. Hence,  there  was  a  direct  financial  relationship 
among  the  partnership,  the  individuals  whose  stock  was 
being  attributed  by  reason  of  its  existence,  and  the  cor- 
poration. By  contrast,  in  the  instant  case,  Manchester 
and  the  business  it  had  carried  on,  had  absolutely 
nothing  to  do  with  appellant  or  its  business. 
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D.  Even  if  Section  318  Could  Be  Considered  Applicable  to 
Manchester  After  March  1,  1961,  Congress  Did  Not 
Intend  That  the  Various  Constructive  Ownership  Rules 
Be  Compounded  in  the  Manner  Interpreted  by  the  Tax 
Court. 

As  our  final  argument  on  the  attribution  question, 
we  urge  that  even  if  Manchester  could,  for  some  pur- 
poses, be  considered  subject  to  the  partnership  attribu- 
tion rules  of  Section  318  after  March  1,  1961,  those 
rules  were  misapplied  by  the  court. 

The  statutory  purpose  behind  Section  334(b)(3)- 
(C),  in  referring  to  Section  318,  is  to  prevent  possible 
tax  avoidance  by  denying  a  stepped-up  basis  in  all 
cases  where  a  parent  corporation  purchased  the  stock  of 
its  subsidiary  from  the  parent's  own  controlling  stock- 
holder. The  rationale  for  this  inflexible  rule  is  that  a 
controlling  stockholder  cannot  deal  at  arm's  length  with 
his  own  corporation.  Hence,  the  effect  of  the  rule  is  to 
create  a  conclusive  presumption  that  the  transaction 
was  not  bona  fide  and,  therefore,  to  deny  it  the  same 
treatment  accorded  a  bona  fide  transaction  between 
unrelated  parties  dealing  at  arm's  length. 

If  the  Jerome  Brothers  partnership  had  owned  50% 
or  more  of  appellant  directly,  there  could  be  no  ques- 
tion but  that  Section  334(b)(3)(C)  would  be  appHcable 
and  its  harsh  presumption  would  have  to  be  given  ef- 
fect— even  though  the  court  expressly  found  that  the 
parties  in  fact  dealt  at  arm's  length  and  that  the  trans- 
action was  bona  fide  and  the  price  was  fair.  [T.  131- 
132,  137.]  But  appellant  does  not  believe  Congress  in- 
tended the  rule  to  be  extended  to  any  situation  where 
the  seller  does  not  actually  own  a  controlling  interest 
in  the  acquiring  corporation  and  can  only  be  deemed 
to  own  control  through  the  application  of  another  con- 
structive ownership  rule — i.e.,  piling  one  conclusive  pre- 
sumption on  top  of  another. 


—sa- 
lt is  a  certainty  that  Congress  did  not  intend  the 
type  of  multiple  and  compound  attribution  which  the 
Court  applied  in  this  case.  In  1964,  Congress  amended 
Section  318  to  eliminate  so-called  sidewise  or  double 
attribution.  Under  Section  318(a)(5)(C),  stock  at- 
tributed to  a  partnership  from  one  partner  cannot  be 
attributed  out  to  other  partners.  The  reason  given  by 
Congress  for  prohibiting  a  double  application  of  the 
agency  rule  and  beneficial  ownership  rule  to  the  same 
stock,  was  that  there  was  no  economic  basis  for  at- 
tributing one  partner's  stock  to  another  partner.  (See 
Senate  Committee  Report  on  P.  L.  88-554,  quoted  in 
part  infra  in  Appendix  B.) 

In  the  instant  case,  the  connection  between  the  actual 
owners  and  the  constructive  owners  produced  from  the 
court's  convoluted  application  of  the  various  rules,  is 
far  more  remote  than  that  produced  by  mere  double  at- 
tribution. The  court  attributed  appellant's  stock  actual- 
ly owned  by  each  of  5  unrelated  keymen  to  Manchester, 
a  partnership  which  had  no  business  connection  with 
appellant,  then  attributed  the  same  stock  out  to  the 
three  Jeromes,  and  then  attributed  it  again  to  the  Je- 
rome Brothers  partnership.  To  this  the  court  added  a 
similar  three  step  attribution  of  Keith's  stock  to  the 
Jerome  Brothers  partnership.^^  In  effect,  triple  attri- 
bution  involving   three   separate   partnerships — all    for 


^^With  respect  to  the  1962  transaction,  another  fiction  was 
also  employed.  The  Veronica  stock  was  acquired  from  the 
Jeromes  as  individuals  and  could  not  be  attributed  to  appellant 
except  in  a  roundabout  fashion  through  attribution  to  the  Jerome 
Brothers  partnership.  This  is  because  no  individual  Jerome  had 
as  much  as  50%  of  appellant's  stock  and  their  separate  ownership 
could  not  be  combined  for  Section  318  purposes.  Stevens  Pass, 
Inc.  supra,  at  539,  n.  5  (dictum). 
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the  purpose  of  applying  still  another  constructive  owner- 
ship rule  that  would  conclusively  presume  appellant  did 
not  deal  at  arm's  length  with  the  Jeromes.  An  anomal- 
ous result  indeed,  in  view  of  the  court's  express  finding 
that  the  parties  did  deal  at  arm's  length.  This  would 
mean  the  sum  of  the  parts  computed  under  the  statute 
exceeds  the  whole. 

While  we  recognize  that  the  1964  amendment  does 
not  purport  to  be  retroactive,  we  feel  that  Congress' 
expressed  reasons  for  the  amendment  establish  beyond 
question  that  a  literal  application  of  the  statute  as 
originally  enacted  produces  results  which  have  no  basis 
in  the  underlying  purposes  for  the  rules.  In  other 
words,  the  amendment  was  a  clarification  of  Congres- 
sional intent.  Surely,  the  statute  must  be  interpreted 
to  effectuate  its  true  purpose,  consistent  with  Con- 
gressional intent,  and  should  not  be  used,  as  the  court 
did  here,  to  create  a  Frankenstein's  monster  which  bears 
no  relation  to  reality.  In  Le  Tulle  v.  Scojield,  supra, 
the  Supreme  Court  refused  to  apply  the  reorganization 
sections  literally  when  the  result  was  not  within  the 
comtemplated  scope  of  the  statute,  and  Sections  318  and 
334(b)(3)(C)  should  receive  the  same  construction. 

The  trial  court's  obdurate  insistence  that  the  statute 
must  be  applied  literally,  regardless  of  its  admittedly 
"questionable  philosophy"  [T.  155],  will  produce  an 
unconscionable  injustice.  As  the  result  of  what  must, 
be  termed  a  "mistake"  by  Congress,  at  the  very  least, 
in  not  recognizing  potential  abuses  of  the  statutory  pur- 
pose before  1964,  appellant  will  be  forced  to  suffer  a 
totally  unforeseen  and  devastating  financial  loss  from 
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an  absurd  legal  fiction  which  no  longer  exists.  It  is  in- 
conceivable that  the  courts  are  powerless  to  prevent  such 
a  miscarriage. 

Conclusion. 

For  the   foregoing  reasons,   the  Judgment  must  be 
reversed. 

Respectfully  submitted, 

Hill,  Farrer  &  Burrill, 
GiLLiN  &  Scott, 
Carl  A.  Stutsman,  Jr., 
Jack  R.  White, 
Glenn  M.  Alperstein, 

Attorneys  for  Appellant. 


APPENDIX  A. 

Internal  Revenue  Code  of  1954  (26  U.S.C.). 

SEC.    318.    CONSTRUCTIVE    OWNERSHIP    OF 
STOCK.  (Prior  to  1964  Amendment*) 

(a)  GENERAL  RULE.  For  purposes  of  those  pro- 
visions of  this  subchapter  to  which  the  rules  con- 
tained are  expressly  made  applicable — 

*  *  * 

(2)    Partnerships,    estates,    trusts,    and    corpora- 
tions.— 

(A)  Partnerships  and  estates. — Stock  owned  di- 
rectly or  indirectly,  by  or  for  a  partnership  or 
estate  shall  be  considered  as  being  owned  pro- 
portionately by  its  partners  or  beneficiaries.  Stock 
owned,  directly  or  indirectly,  by  or  for  a  partner 
or  a  beneficiary  of  an  estate  shall  be  considered 
as  being  owned  by  the  partnership  or  estate. 

*  *  * 

(C)  Corporations. — If  50  percent  or  more  in 
value  of  the  stock  in  a  corporation  is  owned,  di- 
rectly or  indirectly,  by  or  for  any  person,  then — 

*  *  * 

(ii)  such  corporation  shall  be  considered  as 
owning  the  stock  owned,  directly  or  indirectly, 
by  or  for  that  person. 

(4)  Constructive  ownership  as  actual  ownership. — 
(A)  In  general. — Except  as  provided  in  subpara- 
graph (B),  stock  constructively  owned  by  a  person 
by  reason  of  the  application  of  paragraph  (1), 
(2),  or  (3)  shall,  for  purposes  of  applying  para- 
graph (1),  (2),  or  (3)  be  treated  as  actually 
owned  by  such  person. 


*Section   318  was   amended  by   P.L.   88-554   §5 (a),   effective 
August  31,  1964. 


SEC.    318.     CONSTRUCTIVE    OWNERSHIP    OF 
STOCK.  (After  1964  Amendment) 

(a)  GENERAL  RULE.  For  purposes  of  those  pro- 
visions of  this  subchapter  to  which  the  rules  contained 
are  expressly  made  applicable. — 

*  *  * 

(2)  ATTRIBUTION  FROM  PARTNERSHIPS, 
ESTATES,  TRUSTS,  AND  CORPORATIONS.— 

(A)  FROM  PARTNERSHIPS  AND  ES- 
TATES.— Stock  owned,  directly  or  indirectly,  by 
or  for  a  partnership  or  estate  shall  be  considered 
as  owned  proportionately  by  its  partners  or  bene- 
ficiaries. 

*  *  * 

(3)  ATTRIBUTION  TO  PARTNERSHIPS,  ES- 
TATES, TRUSTS,  AND  CORPORATIONS.— 

(A)  TO  PARTNERSHIPS  AND  ESTATES.— 
Stock  owned,  directly  or  indirectly,  by  or  for  a 
partner  or  a  beneficiary  or  an  estate  shall  be  con- 
sidered as  owned  by  the  partnership  or  estate. 

**  * 

(C)  TO  CORPORATIONS.— If  50  percent  or 
more  in  value  of  the  stock  in  a  corporation  is 
owned,  directly  or  indirectly,  by  or  for  any  person, 
such  corporation  shall  be  considered  as  owning 
the  stock  owned,  directly  or  indirectly,  by  or  for 

such  person. 

*  *  * 

(5)  OPERATING  RULES.— 

(A)  IN  GENERAL.— Except  as  provided  in  sub- 
paragraphs (B)  and  (C),  stock  constructively 
owned  by  a  person  by  reason  of  the  application  of 
paragraph  (1),  (2),  or  (4),  shall  for  purposes  of 
applying  paragraphs  (1),  (2),  (3),  and  (4),  be 
considered  as  actually  owned  by  such  person. 

*  *  * 
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(C)  PARTNERSHIPS,  ESTATES,  TRUSTS, 
AND  CORPORATIONS.— Stock  constructively 
owned  by  a  partnership,  estate,  trust,  or  corpora- 
tion by  reason  of  the  appHcation  of  paragraph  (3) 
shall  not  be  considered  as  owned  by  it  for  pur- 
poses of  applying  paragraph  (2)  in  order  to  make 
another  the  constructive  owner  of  such  stock. 
*  *  * 

SEC.  334  BASIS  OF  PROPERTY  RECEIVED  IN 
LIQUIDATIONS. 

:{:    *    * 

(b)  LIQUIDATIONS  OF  SUBSIDIARY.— 

(1)  IN  GENERAL. — If  property  is  received  by  a 
corporation  in  a  distribution  in  complete  liquida- 
tion of  another  corporation  (within  the  meaning 
of  section  332(b)),  then,  except  as  provided  in 
paragraph  (2),  the  basis  of  the  property  in  the 
hands  of  the  distributee  shall  be  the  same  as  it 
would  be  in  the  hands  of  the  transferor.  If  prop- 
erty is  received  by  a  corporation  in  a  transfer  to 
which  section  332(c)  applies,  and  if  paragraph  (2) 
of  this  subsection  does  not  apply,  then  the  basis  of 
the  property  in  the  hands  of  the  transferee  shall  be 
the  same  as  it  would  be  in  the  hands  of  the  trans- 
feror. 

(2)  EXCEPTION.— If  property  is  received  by  a 
corporation  in  a  distribution  in  complete  liquidation 
of  another  corporation  (within  the  meaning  of  sec- 
tion 332(b)),  and  if — 

(A)  the   distribution   is   pursuant  to  a   plan   of 

liquidation  adopted — 

(i)  on  or  after  June  22,  1954,  and 
(ii)  not  more  than  2  years  after  the  date  of 
transaction  described  in  subparagraph  (B)  (or, 
in   the  case   of   a   series   of   transactions,   the 
date  of  the  last  such  transaction) ;  and 


(B)  stock  of  the  distributing  corporation  pos- 
sessing at  least  80  percent  of  the  total  combined 
voting  power  of  all  classes  of  stock  entitled  to 
vote,  and  at  least  80  percent  of  the  total  num- 
ber of  shares  of  all  other  classes  of  stock  (ex- 
cept nonvoting  stock  which  is  limited  and  pre- 
ferred as  to  dividends),  was  acquired  by  the  dis- 
tributee by  purchase  (as  defined  in  paragraph 
(3))  during  a  12-month  period  beginning  with 
the  earlier  of, 

(i)  the  date  of  the  first  acquisition  by  pur- 
chase of  such  stock,  or 

(ii)  if  any  of  such  stock  was  acquired  in  an 
acquisition  which  is  a  purchase  within  the 
meaning  of  the  second  sentence  of  paragraph 
(3),  the  date  on  which  the  distributee  is  first 
considered  under  section  318(a)  as  owning 
stock  owned  by  the  corporation  from  which 
such  acquisition  was  made,  then  the  basis  of 
the  property  in  the  hands  of  the  distributee 
shall  be  the  adjusted  basis  of  stock  with  re- 
spect to  which  the  distribution  was  made.  For 
purposes  of  the  preceding  sentence,  under 
regulations  prescribed  by  the  Secretary  or 
his  delegate,  proper  adjustment  in  the  adjusted 
basis  of  any  stock  shall  be  made  for  any  dis- 
tribution made  to  a  distributee  with  respect  to 
such  stock  before  the  adoption  of  the  plan 
of  liquidation,  for  any  money  received,  for 
any  liabilities  assumed  or  subject  to  which 
the  property  was  received,  and  for  other  items. 

(3)  PURCHASE  DEFINED.— For  purposes 
of  paragraph  (2)(b),  the  term  "purchase"  means 
any  acquisition  of  stock,  but  only  if — 


(A)  the  basis  of  the  stock  in  the  hands  of  the 
distributee  is  not  determined  (i)  in  whole  or  in 
part  by  reference  to  the  adjusted  basis  of  such 
stock  in  hands  of  the  person  from  whom  ac- 
quired, or  (ii)  under  section  1014(a)  (relating 
to  property  acquired  from  a  decedent), 

(B)  The  stock  is  not  acquired  from  a  person  the 
which  section  351  apphes,  and 

(C)  the  stock  is  not  acquired  from  a  person  the 
ownership  of  whose  stock  would,  under  section 
318(a),  be  attributed  to  the  person  acquiring 
such  stock. 

SEC.  351.  TRANSFER  TO  CORPORATION  CON- 
TROLLED BY  TRANSFEROR. 

(a)  GENERAL  RULE.— No  gain  or  loss  shall  be 
recognized  if  property  is  transferred  to  a  corporation 
...  by  one  or  more  persons  solely  in  exchange  for  stock 
or  securities  in  such  corporation  and  immediately  after 
the  exchange  such  person  or  persons  are  in  control  (as 
defined  in  section  368(c))  of  the  corporation.  For 
purposes  of  this  section,  stock  or  securities  issued  for 
services  shall  not  be  considered  as  issued  in  return  for 
property. 

SEC.    708.      CONTINUATION     OF    PARTNER- 
SHIP. 

(a)  GENERAL  RULE. — For  purposes  of  this  sub- 
chapter, an  existing  partnership  shall  be  considered  as 
continuing  if  it  is  not  terminated. 

(b)  TERMINATION.— 

( 1 )  GENERAL  RULE. — For  purposes  of  subsec- 
tion (a),  a  partnership  shall  be  considered  as  ter- 
minated only  if — 

(A)  no  part  of  any  business,  financial  opera- 
tion, or  venture  of  the  partnership  continues  to 
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be  carried  on  by  any  of  its  partners  in  a  partner- 
ship, or 

(B)  within  a  12-month  period  there  is  a  sale  or 
exchange  of  50  percent  or  more  of  the  total  in- 
terest in  partnership  capital  and  profits. 

Treasury  Regulations  on  Income  Tax  —  1964  Code 

(26  C.F.R.). 

SEC.    1.708-1.  CONTINUATION    OF   PARTNER- 
SHIP. 

(a)  GENERAL  RULE.  For  purposes  of  subchap- 
ter K,  chapter  1  of  the  Code,  an  existing  partnership 
shall  be  considered  as  continuing  if  it  is  not  terminated. 

(b)  TERMINATION  —(1)  GENERAL  RULE, 
(i)  A  partnership  shall  terminate  when  the  operations 
of  the  partnership  are  discontinued  and  no  part  of  any 
business,  financial  operation,  or  venture  of  the  partner- 
ship continues  to  be  carried  on  by  any  of  its  partners 
in  a  partnership.  For  example,  on  November  20,  1956, 
A  and  B,  each  of  whom  is  a  20-percent  partner  in  part- 
nership ABC,  sell  their  interests  to  C,  who  is  a  60- 
percent  partner.  Since  the  business  is  no  longer  carried 
on  by  any  of  its  partners  in  a  partnership,  the  ABC 
partnership  is  terminated  as  of  November  20,  1956. 
However,  where  partners  DEF  agree  on  April  30, 
1957,  to  dissolve  their  partnership,  but  carry  on  the 
business  through  a  winding  up  period  ending  September 
30,  1957,  when  all  remaining  assets,  consisting  only  of 
cash,  are  distributed  to  the  partners,  the  partnership 
does  not  terminate  because  of  cessation  of  business  until 
September  30,  1957. 


APPENDIX  B. 

Excerpt  From  Senate  Committee  Report  on  P.  L. 
88-554,  2  U.S.  Cong.  &  Adm.  News  '64,  p.  3401, 
Amending  Section  318. 

"The  operation  of  these  two  attribution  rules  together 
means  for  example,  that  stock  of  a  corporation  held 
by  a  partner  is  considered  to  be  stock  held  by  any  part- 
nership of  which  he  is  a  member  (agency  rule).  This 
stock  which  is  considered  to  be  held  by  the  partnership, 
is  then  attributed  (to  the  extent  of  his  interest)  to  any 
other  partner  in  the  partnership  (beneficial  ownership 
rule).  This  double  application  of  these  rules  has  become 
known  as  sidewise  attribution.  .  .  . 

"This  double,  or  sidewise,  attribution  has  the  effect 
of  attributing  one  person's  stockholding  to  another 
even  though  there  is  neither  an  economic  nor  a  family 
connection  between  the  two  persons.  The  effect  of  this 
sidewise  attribution  often  is  that  a  redeeming  share- 
holder has  100  percent  of  the  stock  attributed  to  him 
and  in  no  event  will  he  be  able  to  meet  the  require- 
ments of  the  statutory  provisions  making  it  clear  that 
the  redemption  is  not  a  dividend. 

"Your  committee  concluded,  since  there  is  no  basis 
either  in  family  relationship  or  in  common  economic 
interest  for  the  application  of  these  two  attribution 
rules  at  the  same  time,  that  sidewise  attribution  should 
be  eliminated  from  the  constructive  ownership  rules  of 
present  law.  This  is  in  accord  with  numerous  recom- 
mendations of  technical  advisory  groups  which  have 
concerned  themselves  with  this  problem. 
"Your  committee's  amendment  eliminates  this  sidewise 
attribution  by  providing  that  when  stock  is  attributed 
to  a  partnership,  estate,  trust,  or  corporation  from  a 
partner,  shareholder  or  beneficiary  (agency  rule),  this 
stock  is  not  again  to  be  attributed  to  another  partner, 
(beneficial  ownership)  rule.  This  is  the  only  substantive 
change  made  in  these  rules." 
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ON  BEHALF  OF  DEFENDANTS 


INTRODUCTION 

The  court  l^elow  found  that  Bertha  Hecht  misled 

•'Harris  Upham    (T.   1025).   It  did   not   find   Harris 

I  Upham  misled  Bertha   Hecht.   But  it   awarded  her 

more  than  one-half  million  dollars.   It  is  with  this 

anomaly  that  this  appeal  is  mainly  concerned. 

fl  Plaintiff's  "closing  brief"  fails  to  explain  why  a 
finding  of  fraud  is  not  necessary  for  a  holding  that 
Rule  lOb-5  has  been  violated,  nor  does  it  explain  how 
plaintiff  can  recover  absent  a  finding  that  she  was 


misled  by  defendants  to  her  damage.  It  fails  to  re- 
spond to  our  point  that  the  court's  finding  of  know- 
ing acquiescence  required  judgment  for  defendants. 
Numerous  cases,  quotations  and  references  are  re- 
cited by  plaintiff  to  dispute  the  finding  of  the  court 
below  of  waiver,  laches,  and  estoppel.  None  is  appo- 
site, and  none  affects  the  statement  of  this  Court  in 
Royal  Air  Properties,  Inc.  v.  Smith,  312  F.  2d  210, 
213,  224  (9  Cir.  1962). 

The  essence  of  laches,  waiver,  and  estoppel  is  that 
plaintiff  failed  to  act  when  she  had  an  opportunity 
to  act  and  to  avoid  the  damage  she  now  claims. 
Bankers  Trust  Co.  v.  Pacific  Employers  Ins.  Co., 
282  F.  2d  106  (9  Cir.  1960),  cert,  den.,  368  U.  S. 
822  (1961): 

"A  claimant  acts  at  his  peril  if  by  his  own  volun- 
tary acts  he  creates  a  situation  in  which  the 
responsible  party  is  not  only  led  to  believe  that 
he  did  no  w^^ong,  but  also  is  duty  bound  not  to 
take  the  only  action  whereby  he  could  prevent 
the  damages  from  piling  up.  This  principle  is 
particularly  applicable  to  transactions  in  which 
one  of  the  parties  may  be  disposed  to  play  a 
heads  I  win  tails  you  lose  game."  (James  Wood 
General  Trading  Establishment  v.  Coe,  297  F. 
2d  651,  657  (2  Cir.  1961). 

Any  other  view  of  the  law  would  encourage  the 
claim  many  plaintiffs  have  recently  made  after  they 
had  lost  money  in  the  market,  ''I  was  naive  and  did 
not  know  what  I  was  doing,"  and  for  their  lawyers 
to  remind  the  courts  tliat  the  Securities  Acts  are  to 
be  broadly  interpreted  to  accomplish  their  purpose. 


So  far  has  this  modem  fashion  for  turning  a  broker 
into  a  surety  gone,  that  a  bank  officer  has  claimed 
naivete  and  alleged  "churning,"  Weiser  v.  Schwartz, 
CCH  Fed.  Sec.  L.  Rep.,  H  92,286  (La.  1968).  He 
successfully  relied  on  the  decision  of  the  court  be- 
low in  the  instant  case. 


THE  FACTSi 

Based  on  the  admissions  of  the  plaintiff  and  her 
doctors  and  the  testimony  of  two  other  witnesses 
(Fairey  and  Kresteller),  the  court  below  found  that 
plaintiff  knew  what  she  was  doing  when  she  "very 
actively"  traded  securities  and  speculated  in  com- 
modities. It  also  found  that  Mrs.  Hecht  knew  her 
trading  and  speculation  was  contrary  to  her  needs 
and  circumstances  and  permitted  them  to  continue. 
She  knowingly  assumed  the  risk.  The  supporting 
evidence  is  overwhehning  and  the  findings  clearly 
impelled  (see  pp.  9-21,  85,  86,  91  of  oui*  principal 
brief)  ;  plaintiff  cannot  establish  that  these  findings 
are  erroneous.  Flirtheraiore,  the  court  did  not  find 
such  trading  and  speculation  contrary  to  her  objec- 
tives; and  contrary  to  the  statement  on  page  13  of 
plaintiff's  closing  brief,  there  is  no  evidence  that  Mrs. 
Hecht  was  mentally  deficient — quite  the  contrary  (see 
page  85  of  our  principal  brief). 

The  court  failed  to  find  confidence  by  Mrs.  Hecht 
in  Mr.  Wilder.  There  is  no  evidence  that  Mrs.  Hecht 


iMany  of  plaintiff's  references  fail  to  note  that  they  are  to  her 
briefs  rather  than  fact. 


had  trust  and  confidence  in  Wilder  after  1956,  despite 
plaintiff's  claim  on  page  19  of  her  brief.^  The  court 
inferred  in  an  area  where  inference  should  not  be 
needed  because  the  fact  is  subject  to  direct  proof, 
that  "the  volume  and  frequency  of  the  security  trad- 
ing was  left  to  Wilder"  (T.  1037).  The  finding  is 
clearly  erroneous.  There  is  no  evidence  of  Wilder 's 
control  over  voliune  or  frequency.  The  only  evidence 
is  that  he  recommended  investment  in  almost  all  com- 
panies whose  securities  plaintiff  purchased.  But  he 
made  other  recommendations  which  were  not  ac- 
cepted. Nor  is  there  any  evidence  that  he  recom- 
mended any  particular  purchase,  or  the  amount 
thereof  or  of  any  sale  or  the  amount  thereof 
at  any  time.  For  example,  Wilder  may  have 
recommended  San  Diego  Imperial.  The  stock  was 
purchased  at  various  times  and  at  various  prices. 
There  is  nothing  to  suggest  that  any  of  the  pur- 
chases other  than  the  first  were  initiated  by  Wilder, 
or  that  even  the  amount  of  the  first  purchase  was  on 
his  recommendation.  If  that  were  the  fact  the  court 
would  not  need  to  rely  on  inference.  Mrs.  Hecht 
could  have  testified  to  it. 

In  support  of  the  court's  finding,  plaintiff  argues 
now,  although  she  did  not  so  testify  at  the  trial, 
Wilder  "initiated,  solicited  and  recommended  every 
one  of  the  1200-1400  securities  transactions  in  plain- 
tiff's account!"  (p.  16).  In  fact,  Mrs.  Hecht  held 
approximately    150    different    securities    during    the 


^Contrary  to  p.  19  of  plaintiff's  brief,  Mrs.  Hecht  understood  the 
nature  of  a  trust  account  and  that  she  would  get  the  income  thereof. 


If  j  seven  years,  and  made  approximately  563  purchases 

(see  addendum  attached  to  plaintiff's  closing  brief). 

Sales  at  Wilder 's  recommendation   are  not  alluded 

,  to  in  the   entire  record.   Thus   the   only  permissible 

15  i  inference  is  that  Wilder  recommended  "buys"  to  a 
customer  who  talked  to  him  one  or  more  times  a 
day,  who  critically  reviewed  her  activities  with  him 
once  a  week,  and  who  wanted  "buys."  It  is  not 
permissible  to  conclude  from  these  facts  that  the 
"volume  and  frequency  of  the  security  trading  was 
left  to  Wilder." 


POINT  I 


THE  DISTRICT  COURT  LACKED  JURISDICTION;  FRAUD 
WAS  NOT  PLEADED. 


We  pointed  out  in  our  principal  brief  that  the 
district  court  lacked  jurisdiction  because  there  was 
no  allegation  in  the  complaint  or  in  the  pre-trial 
statement  that  plaintiff  was  misled."  It  serves  no  pur- 
i{  pose  to  paraphrase  statutes  in  pleadings  and  pre- 
trial statements  and  to  point  to  these  as  plaintiff 
does  on  pp.  10  and  25  on  its  brief.  Such  allegations 
do  not  state  the  necessary  jurisdictional  facts,  for 
"whether  a  federal  question  exists  depends  on  the 
well  pleaded  allegations  of  the  complaint."  Brown 
V.  Bullock,  294  F.  2d  415,  419  (2d  Cir.  1961).  Plain- 
tiff did  not  plead  facts  constituting  fraud;  or  par- 
ticipation or  inducement  by  Harris  Upham.  Plaintiff 
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^Investments  contrary  to  plaintiff's  needs  and  objectives  is  not 
"fraud",  as  plaintiff's  brief  insists. 


refers  to  briefs  submitted  to  the  court  below  after 
trial  and  to  the  record/  These  are  not  relevant. 

We  also  pointed  out  in  our  principal  brief  that  the 
court  in  its  pre-trial  order  specifically  stated  that  it 
"declined"  to  consider  the  jurisdictional  question  or 
the  scope  thereof.  Our  purpose  was  to  establish  that 
jurisdiction  was  raised  sufficiently  early  so  that  the 
trial  court  should  have  ruled,  and  could  not  later, 
if  federal  law  failed,  rely  on  its  pendant  jurisdiction 
to  make  a  determination  based  on  state  law.  The 
district  court  did  not  in  fact  rely  on  pendant  juris- 
diction, but  plaintiff  does. 

It  is  not  clear  whether  plaintiff's  brief  agrees  or 
disagrees  with  the  foregoing.  She  however  claims, 
without  record  support,  that  the  court  gave  us  an 
opportunity  to  take  the  issue  of  jurisdiction  to  the 
Law  and  Motion  Department.  The  court  in  fact  re- 
fused us  such  an  opportimity  (hearing  February  2, 
1967,  pp.  59,  60),  or  would  such  an  opportimity 
have  served  a  useful  purpose,  for  the  plaintiff's  pre- 
trial statement  as  much  as  the  complaint  defined  the 
issue  of  jurisdiction.  It  could  not  have  been  de- 
termined by  the  Law  and  Motion  Department,  which 
would  have  necessarily  left  any  issue  arising  out  of 
plaintiff's  pre-trial  statement  to  the  pre-trial  court. 
Conceivably  the  complaint,  despite  its  insufficiency, 
might  withstand  a  motion  to  dismiss,  Ellis  v.  Carter, 
291  F.  2d  270  (9  Cir.  1961),  but  surely  not  a  pre- 
trial statement  written  and  rewritten  three  times. 


4She  inaccurately  asserts  Wilder  admitted  he  had  "unlimited 
discretion"  and  that  "the  account  was  operated  on  a  discretionary 
basis."  (pp.  10,  11.) 


"Churning"  Was  Not  Pleaded,  Nor  Was  "Excessive"  Trading 
Alleged  to  Have  Misled. 

Plaintiff  followed  some  of  the  language  of  Rule 
15cl-7  and  alleged  in  the  complaint  that  the  trading 
in  her  security  account  was  at  an  "excessive  rate 
and  frequency  in  view  of  the  financial  resources  and 
character  of  the  accounts"  (T.  5),  but  she  did  not 
especially  claim  damage  resulting  therefrom.  Her 
commodity  trading  was  not  alleged  to  be  excessive, 
only  inappropriate  and  as  having  been  "induced." 
In  her  pre-trial  statement  plaintiff  abandoned  her 
claim  of  excessive  trading  of  securities  and  substi- 
tuted therefor  "excessive"  trading  of  securities  and 
commodities  for  the  "character"  of  the  account  and 
plaintiff's  "needs  and  objectives."  This  is  not  a  viola- 
tion of  any  law.  Again  damage  was  not  associated 
with  this  allegation  alone.  In  neither  document  did 
the  plaintiff  allege  that  she  had  been  misled  by  this 
activity.  For  this  reason  we  claimed  that  the  court 
had  no  jurisdiction  and  imder  Fed.  R.  Civ.  P.  12(h) 
the  complaint  should  have  been  dismissed  at  pre- 
trial. 

Plaintiff's  response  does  not  pinpoint  the  com- 
plaint or  the  pre-trial  statement,  but  refers  to  briefs 
and  testimony,  and  claims  such  allegations  are  a  state- 
ment of  fraud  even  in  a  pre-trial  statement.  As  we 
!  have  noted  in  our  principal  brief,  the  statute  is  to 
the  contrary;  all  judicial  determinations  hold  exces- 
"•  sive  trading  is  not  necessarily  a  fraud,  and  fraud  is 
a  necessary  allegation  to  invoke  Rule  lOb-5.  There 
are  decisions  that  have  held  excessive  trading  for  the 
character   of  an   account   may   work   a   fraud.   But 
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fraud  must  be  alleged  and  proved.  See  Moscarelli  v.* 

A.  L.  Stamm,  288  F.  Supp.  453,  457-58  (E.D.N.Y. 
1968) ;  Lorenz  v.  Watson,  258  F.  Supp.  724,  730-31 
(E.D.  Pa.  1966)  ;  Leonard  v.  Colton,  CCH  Fed.  Sec. 
L.  Rep.  1192,284  (E.D.N.Y.  1968).^  No  court  has  held 
that  such  activity  is  automatically  misleading.  Plain- 
tiff must  allege  and  prove  she  was  in  fact  deceived, 
and  suffered  damage  by  reason  thereof. 

The  SEC  cases  cited  by  plaintiff  on  pp.  43  and 
44  of  her  brief  do  not  differ.  Many  of  them  do  not 
deal  with  Rule  lOb-5.  They  deal  with  violations  of 
NASD  rules  where  "suitability"  is  the  issue  and 
fraud  need  not  be  found  (see,  for  example.  First 
Securities  Corporation,  SEC  Securities  Exchange  Act, 
Release  No.  6497,  March  20,  1961).  In  all  cases  of 
10(b)  violation  the  Commission  had  evidence  that 
persons  were  or  might  have  been  misled — that  a 
fraudulent  practice  consisting  of  more  than  excessive 
trading  was  involved. 

We  do  not  think  it  necessary  to  discuss  the  re- 
markable claims  or  intimations  of  the  plaintiff  that 
jurisdiction  of  subject  matter  is  a  question  of  fact 
to  be  determined  by  a  trial  court  and  is  not  appeal- 
able. 


^Newkirk  v.  Hayden  Stone  &  Co.,  CCH  Fed.  Sec.  L.  Rep.  U  91,621 
(S.D.  Cal.  1965)  was  decided  under  Rule  15cl.7. 


POINT  n 

THE  COURT  DID  NOT  MAKE  THE  NECESSARY  FINDINGS  FOR 
THE  CONCLUSION  THAT  PLAINTIFF'S  ACCOUNT  WAS 
"CHURNED." 

The  Facts  Found. 

If  one  were  to  adopt  the  views  of  Judge  Friendly 
in  Mamiye  Bros.  v.  Barher  Steamship  Line,  Inc.,  360 
F.  2d  774,  776,  777  (1966),  the  court's  finding  of 
churning  would  be  reviewable  without  regard  to  the 
"clearly  erroneous"  rule  because  it  is  a  multifaceted 
question  involving  law,  fact,  and  the  applicability  of 
the  law  to  the  facts.  But  we  need  not  press  this  view. 
The  fundamental  is  that  churning  is  essentially  a  new 
term  in  the  legal  literature,  and  its  use  is  not  illum- 
inating unless  the  decision  recites  all  facts  relevant 
or  at  least  necessary  to  the  conclusion  or  the  term 
is  clearly  defined.  Absent  definition  or  clear  explica- 
tion of  fact,  it  is  a  label  to  indicate  disapproval  and 
liability.  The  court  below  did  not  find  sufficient  fact 
by  any  known  standard,  and  specifically  eschewed 
definition.  It  failed  to  relate  the  term  to  any  statutory 
mandate.  We  therefore  leave  to  this  court  without 
further  discussion  whether  the  finding  of  "churning" 
by  the  court  below  was  "clearly  erroneous,"  whether 
the  court  erred  as  a  matter  of  law,  or  both. 

The  Court's  Conception  of  Churning. 

In  so  far  as  we  have  been  able  to  determine  (plain- 
tiff's brief  appears  to  agree  with  this  conclusion), 
the  court  below  believed  that  "churning"  could  be 
found  even  if  trading  in  the  account  was  not  ex- 
cessive in  size  or   frequency  for  the  "financial  re- 
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sources  and  character"  of  the  account  (Rule  15c-l-7) 
and  plaintiff  was  not  misled  to  her  damage  by  such 
trading.  Departing  from  all  tradition,  it  appears  to 
have  held  that  only  a  broker's  motive  needs  to  be 
proved;  whether  motive  led  to  conduct  deserving 
condemnation  and  damage  need  not  be  found  to  con- 
clude there  was  "churning."  No  finding  that  the 
account  was  excessively  traded  as  a  trading  account 
is  needed,  and  damages  may  be  found  for  all  trading. 
Furthermore,  even  if  plaintiff  knew  she  had  a  trading 
account  and  that  it  was  contrary  to  her  needs  and 
circumstances,  the  trading  may  be  described  as 
"churning"  because  the  account  did  not  meet  the 
customer's  "needs  and  circiunstances."  Since  trading 
accounts  rarely  do,  most  trading  accounts  are  now 
presumably  subject  to  judicial  review. 

No  other  interpretation  of  the  court's  decision  ap- 
pears to  be  consistent  with  the  opinion  and  the  facts. 
The  court  did  not  find  Mrs.  Hecht  wanted  an  invest- 
ment account,  nor  did  it  intimate  that  she  left  the 
character  of  the  account  to  Wilder.  It  did  not  have 
before  it  evidence  that  Mrs.  Hecht's  account  was 
excessively  traded  as  a  trading  account,  and  it  could 
not  arrive  at  such  a  conclusion  without  the  benefit 
of  expert  testimony.  The  wdtness  Wentworth  testi- 
fied that  commissions  were  high,  not  for  a  trading 
account,  which  Mrs.  Hecht  knowingly  had,  but  for 
an  investment  account,  which  she  knew  she  did  not 
have. 

Because  plaintiff  realizes  that  she  cannot  support 
the  claim  that  her  account  was  excessively  traded, 
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by  standards  of  a  trading  account,  she  redefines  a 
trading  account  "to  efforts  to  improve  the  investment 
quality  of  her  portfolio  and  to  secure  higher  income 
yields  from  it"  (page  49).  But  such  redefinition  does 
not  help  her  because  the  court  found  that  she  knew 
and  understood  that  she  was  "very"  actively  trading 
securities,  including  non  "blue  chips,"  and  had  as- 
sumed the  risks  of  both. 

Excessive  Trading  Is  Not  Necessarily  Fraudulent. 

Plaintiff  claims  on  pages  38  to  40  of  her  brief 
that  the  Securities  Exchange  Act  was  intended  to 
cover  all  manner  of  fraud  with  respect  to  securities. 
We  agree;  but  in  a  civil  action  for  damages  such  a 
fraud  must  actually  mislead  the  plaintiff  to  her  dam- 
age. It  further  claims  that  "deception  is  inherent  in 
a  claim  of  churning"  and  cites  three  cases  on  page 
'I  40  (see  contra  Loss,  Securities  Regulation  1481 
(1962)).  As  we  have  noted  on  p.  8,  supra,  none 
of  them  support  that  conclusion.  Active  trading  may 
be  precisely  the  activity  the  customer  wanted.  See 
In  re  Thomson  &  McKinnon,  35  SEC  451  (1953) ;  In 
re  Walter  S.  Grubhs,  28  SEC  323  (1948).  Failure  to 
*' comprehend"  the  risk  was  not  deemed  relevant  in 
these  two  decisions  of  the  Commission,  perhaps  be^ 
cause  the  risk  is  well  known.  Millions  of  people  in  the 
past  believed  and  presently  believe  that  active  trading 
is  the  way  to  make  money.  Some  of  them  have  justi- 
fied their  confidence.  All  of  them  were  and  are  privi- 
leged to  try.  For  that  reason,  among  many  others, 
* 'excessive  trading"  camiot  be  ''inherently"  a  fraud. 
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Non-Disclosure  and  Reliance. 

Plaintiff  argiies  that  the  court  found  non-dis- 
closure. Aside  from  the  fact  that  the  court  did  not 
find  reliance,  the  non-disclosure  it  found  related  to 
events  in  1963  long  after  Mrs.  Hecht  ceased  to  trade. 

The  cases  cited  on  pages  41  through  44  of  plain- 
tiff's brief  decided  by  courts  and  the  Securities  & 
Exchange  Commission  with  respect  to  violations  of 
Rule  lOb-5,  NASD  Rules,  and  Section  17(a)  of  the 
Securities  Act,  do  not  contradict  the  basic  common- 
law  principle  for  which  we  contend :  In  order  to  claim 
damages  a  person  must  be  misled  to  his  or  her 
damage.  Obviously  in  a  disciplinary  proceeding 
brought  against  a  broker  by  the  NASD  or  by  the 
Securities  &  Exchange  Commission,  the  sole  concern 
of  these  bodies  is  whether  the  activity  might  mislead. 
They  are  not  particularly  concerned  with  how  suc- 
cessful the  broker's  activities  were.  Furthermore,  as 
we  have  previously  pointed  out,  none  of  the  cases 
which  found  a  violation  of  lOb-5  relied  on  excessive 
trading  alone.  In  each  instance  there  was  evidence 
of  a  customer  misled  by  supporting  activities  and 
of  a  customer's  confidence  falsely  induced  by  the 
broker. 

Defendants'  Duty  Vis-a-Vis  Mrs.  Hecht 's  Account. 

Plaintiff's  brief  asserts  that  defendant  was  required 
to  treat  Mrs.  Hecht's  account  as  an  investment  ac- 
count, regardless  of  her  wishes.  It  relies  on  the  fact 
that  her  account  was  an  investment  account  for  a  j 
period  of  years  at  Walston  &   Co.   It  ignores  the 
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fact  that  for  many  years  Mrs.  Hecht  had  a  trading 
account  at  Walston  &  Co.  and  that  between  the  time 
she  left  Walston  and  came  to  Harris  Upham,  she  had 
a  trading-  account  at  Hooker  &  Fay,  another  broker- 
age firm  of  which  Mr.  Wilder  was  a  partner. 


POINT  III 


THE  COURT'S  JURISDICTION  OVER  COMMODITY  TRANS- 
ACTIONS AND  THE  CLAIM  THAT  COMMODITIES  WERE 
"CHURNED." 

Plaintiff's  closing  brief  does  not  defend  the  court's 
finding  that  her  commodity  account  was  "churned." 
There  is  no  evidence  in  the  record  from  which  that 
conclusion  could  be  inferred.  Indeed  that  finding  sup- 
ports our  claim  the  court  did  not  properly  conceive 
churning  even  in  securities.  Nor  does  it  defend  the 
court's  finding  that  excessive  trading  in  commodities 
is  excessive  trading  in  securities  and  a  violation  of 
Rule  lOb-5.  It  does,  however,  deal  with  the  subject 
of  federal  jurisdiction  over  commodities  transactions, 
and  while  this  would  appear  to  be  irrelevant  in  view 
of  the  fact  that  no  fraud  was  found  with  respect  to 
commodities,  and  no  churning  could  be  found,  we 
nevertheless  treat  with  plaintiff's  claims. 

Jurisdiction  Over  Commodities 

In  Sinva,  Inc.  v.  Merrill  Lynch,  Pierce,  Fenner  & 
Smith,  Inc.,  253  F.  Supp.  359  ( S.D.N. Y.  1966),  the 
court  held  stealing  from  a  securities  account  comes 
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within  federal  jurisdiction.^  In  Sinva  the  stealing 
consisted  of  unauthorized  transfers  from  a  se- 
curities account  to  a  commodities  account  and  un- 
authorized transactions  in  commodities.  If  the  money 
had  been  transferred  to  the  broker's  pocket  or  into 
real  estate,  the  same  result  would  have  been  reached. 
Therefore  Sinva  does  not  hold  that  commodity  trad- 
ing comes  within  the  Securities  Exchange  Act  or  that 
a  court  has  pendant  jurisdiction  over  commodities.  In 
fact,  Sinva  specifically  held  that  commodities  are  not 
securities  within  the  act. 

In  Goodman  v.  H.  Hentz  &  Co.,  265  F.  Supp.  440 
(N.D.  111.  1967),  a  single  fraudulent  scheme  with 
respect  to  commodities  and  securities  was  alleged  and 
the  court  held  it  had  jurisdiction — presumably  pend- 
ant jurisdiction — over  the  entire  fraudulent  scheme. 

In  Errion  v.  Connell,  236  F.  2d  447  (9  Cir.  1956), 
this  court  held  that  a  single  fraudulent  scheme  involv- 
ing both  securities  and  non-securities  and  encompass- 
ing the  "same  set  of  facts"  would  as  a  matter  of 
sound  judgment  be  adjudicated  in  a  single  federal 
action. 

To  come  within  the  scope  of  these  decisions,  the 
plaintiff  now  claims  there  was  a  single  fraudulent 
scheme.  The  court  did  not  find  such  a  single  fraud- 
ulent scheme;  it  did  not  find  fraud.  It  found  that 
Wilder  wanted  to  make   commissions   and   that   he 


6We  do  not  discuss  at  this  time  whether  conversion  comes  within 
the  Securities  Exchange  Act.  There  are  some  decisions  which  ap- 
pear so  to  hold.  No  doubt  conversions  arising  out  of  fraud  would 
come  within  the  Act,  but  theft  without  the  aid  of  misrepresentation 
or  its  equivalent  probably  would  not  be  within  the  language  of  the 
Act. 
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traded  commodities  to  make  commissions.  The  mak- 
ing of  commissions  is  not  a  fraudulent  scheme;  every 
broker  earns  his  living  that  way,  and  his  customers 
well  know  the  fact.  Mrs.  Hecht  did.  Furthermore,  to 
come  within  the  scope  of  a  court's  pendant  jurisr 
diction,  the  "same  set  of  facts"  must  encompass  both 
claims.  The  activities  in  securities  and  commodities 
were  at  most  parallel,  not  the  same.  Indeed,  a  major 
fact  found  by  the  court,  that  Wilder  induced  Mrs. 
Hecht  to  engage  in  trading  commodities,  took  place 
before  the  accoimt  came  to  Harris  Upham. 

"Commodity  Enterprises." 

A  number  of  recent  decisions  have  held  that  when 
a  customer  has  a  commodity  account  with  her  broker 
in  some  arrangement  comparable  to  a  corporate  en- 
terprise or  a  syndication,  and  the  broker  issues  a 
piece  of  paper  at  the  opening  of  or  during  such  an 
enterprise,  that  piece  of  paper  constitutes  a  security. 
See  pages  32  and  33  of  plaintiff's  closing  brief.  With 
that  in  mind  plaintiff  incorrectly  credits  Wilder  on 
pp.  10  and  11  of  the  Closing  Brief  with  "unlimited 
discretion."  We  consider  SEC  v.  W.  J.  Howey  Co., 
328  U.S.  293  (1946)  is  to  the  contrary,  and  the 
findings  of  fact  of  the  court  below  are  insufficient 
to  make  these  cases  apposite.  Furthermore,  any  ac- 
tion would  have  to  be  based  on  fraud  in  the  issuance 
of  the  security,  not  in  mismanagement  of  the  account. 

The  Commodity  Exchange  Act. 

Whether  the  Conmiodity  Exchange  Act  is  enforce- 
able in  a  private  action  is  surely  doubtful.  See  Rosee 
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V,  Chicago  Board  of  Trade,  311  F.  2d  524  (7  Cir. 
1963).  But  we  need  not  consider  it  here.  The  com- 
modity Exchange  Act  would  not  help  the  plaintiff's 
cause,  because  the  Act  only  prohibits  fraud  and  deceit 
as  those  terms  were  commonly  understood  at  common 
law.  The  court  below  did  not  find  fraud  or  deceit. 

Corrections  of  Plaintiff's  Closing  Brief. 

Plaintiff's  brief  incorrectly  states  that  securities 
were  sold  to  finance  commodity  trading  (page  30). 
There  is  nothing  in  the  record  to  sustain  this  state- 
ment; plantiff's  record  references  in  her  brief  do  not 
sustain  it. 

Plaintiff's  brief  incorrectly  states  that  Wilder 
''commingled"  the  two  accounts  in  his  "false"  sum- 
mary intended  to  represent  Mrs.  Hecht's  over-all  in- 
vestment picture.  These  siunmaries  were  without  the 
authority  or  knowledge  of  Harris  Upham.  They  sep- 
arately stated  securities  and  commodities. 

''Selective  closeouts"  now  claimed  by  plaintiff  for 
the  first  time  as  a  fraud  were  not  proved,  as  there  is 
no  evidence  that  Mrs.  Hecht  did  not  approve  them. 


POINT  IV 
ESTOPPEL,  WAIVER,  AND  LACHES. 

It  would  appear  to  be  almost  unnecessary  to  discuss 
the  issue  of  estoppel,  waiver  and  laches  for  where 
there  is  no  misrepresentation  or  ignorance  of  fact  in 
the  first  place  there  is  no  wrong.  The  Securities  Acts 
do  not  apply  to  him  who  continues  after  he  "has  lost 
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his  innocence"  regardless  of  whether  he  "waits  to  see 
how  his  investment  turns  out." 

Plaintiff's  brief  apparently  recognizes  that  the 
court's  findings  of  plaintiff's  knowledge  if  permitted 
to  stand  requires  dismissal  of  the  complaint.  It  states 
the  court's  decision  was  a  compromise  (p.  60),  but 
fails  to  appreciate  that  the  compromise  was  a  viola- 
tion of  law,  and  the  complaint  should  have  been  dis- 
missed. Losses  resulting  from  risks  assumed,  as  the 
court  found,  are  not  recoverable,  and  neither  are 
losses  which  would  not  have  occurred  if  plaintiff  had 
spoken  up. 

Plaintiff  responds  to  all  of  this  with  a  large  variety 
of  citations  essentially  to  prove  that  the  doctrines  of 
laches,  waiver  and  estoppel  do  not  exist.  The  cases 
deal  with  the  following  subjects:  enforcement  of  il- 
legal contracts,  the  Minimum  Wage  Law,  actions  for 
conversion,  actions  for  patent  infringement  and  for 
land  title  where  notice  of  title  existed  in  the  usual 
form,  tax  decisions,  and  even  criminal  proceedings.'^ 
None  of  them  are  apposite  to  the  facts  in  this  case 
or  diminish  the  force  of  Royal  Air  Properties,  Inc.  v. 
Smith,  312  F.  2d  210  (9  Cir.  1962).  Perhaps  more  to 
the  point  is  that  the  court's  findings  meet  all  the  legal 
standards  recited  by  the  plaintiff,  and  these  findings 
are  impelled  by  the  evidence.  Plaintiff  knew — ^because 
she  so  testified — that  she  wanted  her  account  to  con- 
tinue in  blue  chips  and  not  to  be  traded,  and  the  con- 


■^ Contrary  to  plaintiff's  statement,  waiver  does  not  require  detri- 
ment. Royal  Air  Properties  v.  Smith,  333  F.  2d  568  (9  Cir.  1964). 
Caterpillar  Tractor  Co.  v.  Collins  Machinery  Co.,  286  F.  2d  446  (9 
Cir.  1960)  cited  by  plaintiff  does  not  hold  otherwise. 
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trary  was  taking  place.  Plaintiff  knew  that  her  ac- 
count was  being  very  actively  traded  even  before  she 
came  to  Harris  Upham.  She  felt  insecure  and  knew 
the  risk  of  loss.  The  court  may  have  found  Mrs. 
Hecht  to  be  '' unsophisticated"  and  not  a  business 
woman,  socially  maladjusted  and  erratic.®  But  that 
did  not  interfere  with  her  knowledge  of  market 
gained  over  30  to  40  years,  or  with  her  ever  present 
suspicions.  She  acquiesced  and  led  Harris  Upham  to 
believe  she  was  satisfied.  She  may  not  have  understood 
commodities.  We  think  otherwise.^  But  she  knew  that 
she  was  speculating  in  commodities  and  she  knew  the 
cost.  There  is  no  relief  from  bad  or  unsuccessful  judg- 
ment freely  exercised.  See  In  re  Thomson  &  McKin- 
non,  35  SEC  451  (1953),  In  re  Walter  S.  Gruhhs,  28 
SEC  323  (1948),  and  cases  cited  on  p.  46  of  our 
principal  brief. 

Harris  Upham  continued  to  buy  and  sell  securities 
for  her  in  reliance  on  the  fact  that  this  is  what  Mrs. 
Hecht  wanted. ^^  It  did  not  buy  in  her  positions  and 
limit  its  loss  as  it  would  have  done  if  her  purchases 
and  sales  were  not  authorized.  Mrs.  Hecht  never  com- 
plained to  Mr.  Wilder  or  to  Harris  Upham  about 
trading.  She  complained  to  Wilder  only  about  losses. 


^We  are  not  privy  to  the  facts  before  the  Court  during  1957-64. 
We  did  not  know  of  her  doctors. 

^Neither  we  nor  the  court  below  knows.  Mrs.  Hecht 's  insistence 
on  prevarication  makes  all  attempt  at  appraisal  surmise. 

i^Even  if  Mrs.  Hecht  did  not  not  deliberately  mislead  Harris 
Upham  she  would  be  estopped.  Sidehotham  v.  Robinson,  216  F.  2d 
816,  829  (9  Cir.  1954).  We  express  no  opinion  as  to  whether  she 
did  deliberately  mislead;  we  believe  Mrs.  Hecht  always  wanted  to 
trade. 
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Now  she  would  like  to  get  her  securities,  her  money 
and  commissions  back  as  if  she  had  never  traded. 

If  the  doctrines  of  waiver,  estoppel,  and  laches  are 
doctrines  of  elementary  decency  and  morality,  then 
plaintiff's  claim  must  fail.  Royal  Air  Properties,  Inc. 
V.  Smith,  312  F.  2d  210,  213-14  (9  Cir.  1962)  and 
James  Wood  General  Trading  Establishment  v.  Coe, 
297  F.  2d  651,  657  (2  Cir.  1961). 

Any  theoiy  that  would  permit  a  plaintiff  to  let 
losses  accrue  before  she  complains  is  cynical  and  sec- 
ond guessing.  Even  if  "Mrs.  Heclit  owed  no  obligation 
or  duty  to  defendants  to  inform  them  as  to  how  they 
should  best  handle  her  account  to  meet  her  investment 
requirements"  as  plaintiff  states  on  page  66  of  her 
brief,  if  she  did  not  express  dissatisfaction  when  she 
knew  they  were  not  meeting  her  attorney's  now 
claimed  investment  requirements,  she  alone  must  bear 
the  loss.  This  is  what  we  imderstand  to  be  the  doctrine 
of  this  court  in  Bankers  Trust  Co.  v.  Pacific  Employ- 
ers Insurance  Co.,  282  F.  2d  106,  111  (9  Cir.  1960) 
cert.  den.  368  U.S.  822  (1961). 


POINT  V 
THE  LIABILITY  OF  HARRIS  UPHAM. 

No  law,  regulation  or  practice  required  supervision 
of  commodity  accoimts  during  the  period  in  issue.  The 
i  court's  finding  of  lack  of  supervision  is  without  legal 
support. 

The  court  below  found  liability  on  the  ground  that 
Harris  Upham  "indirectly  induced"  the  acts  consti- 
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tuting  the  violation  of  Riile  lOb-5  (the  language  of 
Section  20(a)  of  the  Securities  Exchange  Act).  It 
also  found  that  lack  of  supervision  or  inadequate  su- 
pervision constitutes  ''pai'ticipation"  and  '^bad  faith." 
These  findings  are  conclusory,  and  make  no  reference 
to  any  fact  which  would  evidence  inducement,  par- 
ticipation, or  bad  faith  other  than  that  Wilder,  like 
every  broker,  was  paid  in  part  according  to  his  pro- 
duction. This  is  not  proof  of  inducement  to  act  im- 
properly. The  only  other  fact  noted  by  the  court  is 
that  the  managing  partner  of  Harris  Upham  in  the 
San  Francisco  office  did  not  personally  meet  Mrs. 
Hecht.  There  is  no  provision  anywhere  which  requires 
a  partner  to  meet  a  customer.  He  must  satisfy  himself 
that  his  registered  representatives  know  their  custo- 
mers, but  this  does  not  advance  plaintiff's  cause,  for 
she  agrees  that  Wilder  knew  her  well. 

If  Harris  Upham  had  no  supervision,  it  would  be 
unnecessary  for  the  court  to  specify  the  deficiencies  of 
its  supervision.  The  court  might  have  been  able  to 
find,  if  that  is  the  law,  that  complete  lack  of  super- 
vision constitutes  bad  faith.  But  since  there  was  su- 
pervision, the  court  was  called  upon  to  specify  in 
what  way  it  was  so  lacking  as  to  constitute  indirect 
participation,  inducement  or  bad  faith,  for  surely 
there  is  a  difference  between  these  and  negligence  or  r 
poor  judgment. 

SEC  V.  Texas  Gulf  Sulphur  Co.,  401  F.  2d  833, 
866-68  (2  Cir.  1968). 

Nor  should  the  court  have  judged  our  supervision  in 
the  '^  bright  gleam  of  hindsight". 
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j     The  court  offered  no  speciiication  of  our  supervi- 

Isory  inadequacy,  and  plaintiff's  brief  criticizes  our 

failure  to  specify  what  supervision  was  exercised.  We 

therefore  call  attention  to  the  fact  that  the  managing 

I  partner  of  our   San  Francisco  office  reviewed  Mrs. 

Hecht's  account  every  month  for  "churning,"  (R.  714- 

■717,  735  et  seq.)  and  that  each  of  Mrs.  Hecht's  pur- 

!  chases  of  over-the-counter  securities  was  reviewed  by 

either  the  partner  or  by  one  of  his  managers  (R.  713, 

740,  741). 

If  Mrs.  Hecht's  accoimt  had  been  found  by  the 
■  court  to  have  been  excessively  traded  by  standards 
I  of  a  trading  account,  then  Mr.  Mejia's  (Harris  IJp- 
ham's  San  Francisco  partner)  failure  to  discover  so 
obvious  a  fact  could  well  be  a  subject  of  criticism. 
But  the  court  did  not  find  excessive  trading  by  trading 
account  standards.  Nor  did  the  court  relate  excessive 
trading  to  the  objectives  of  Mrs.  Hecht.  It  could  not 

I  do  so  because  Mrs.  Hecht  had  either  determined  in  the 

1 

first  place,  or  had  agTeed  before  she  came  to  Harris 
Upham  to  engage  in  a  trading  and  margin  account. 
It  presumably  found  excessive  trading  for  the  needs 
and  circiunstances  of  Mrs.  Hecht,  thereby  relating 
,  Mr.  Mejia's  lack  of  supervision  to  his  lack  of  personal 
I  knowledge  of  Mrs.  Hecht's  affairs  which  he  was  not 
required  to  have.  Thus  the  court's  finding  of  inade- 
quate supervision,  again  without  the  benefit  of  ex- 
pertise, is  unsupported,  and  in  that  respect  clearly 
erroneous. 
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Ratification. 

The  doctrine  of  ratiiication  is  inapposite.  The  court 
made  no  finding  of  ratiiication  by  Harris  Upham  aad  i 
none  would  be  warranted. 

The  cases  plaintiff  cites  deal  principally  with  os- 
tensible authority,  and  do  not  hold  that  there  can  be 
ratification  by  the  principal  without  full  laiowledge 
of  the  impropriety  sought  to  be  ratified — Promts  v. 
Duke,  208  Cal.  420,  281  Pac.  613  (1929),  or  a  delib- 
erate refusal  on  the  part  of  the  principal  to  investi- 
gate facts  brought  to  the  principal's  attention  of  an  i| 
agent's  unauthorized  activity  with  resultant  injury  ' 
because  of  such  refusal. 

Compare  Reusche  v.   California  Pacific  Title 
Ins.  Co.,  231  Cal.  App.  2d  731    (1965),  42 
Cal.  Rptr.  262; 
Hutchinson  Co.  v.   Gould,   180   Cal.   356,   181 
Pac.  651, 
unless  there  is  a  deliberate,  unequivocal  announcement 
of  ratification  by  the  principal  with  some  but  less  than 
complete  knowledge  of  all  the  facts. 

Volandri  v.  Hlohil,  170  Cal.  App.  2d  656,  339 
Pac.  2d  218. 

In  addition,  for  the  doctrine  of  ratification  to  apply 
the  person  performing  the  act  must  at  the  time  have 
professed  to  be  acting  as  the  agent  of  another. 

Puget  Sound  Lumber  Co.  v.  Krug,  89  Cal.  237, 
26  Pac.  902; 

Schultz  V.  McLean,  93  Cal.  329,  28  Pac.  1053; 

Restatement  of  Agency,  §  85. 
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Harris  Upham  cannot  be  charged  with  having 
ratified  any  inducement  of  Wilder  to  have  Mrs.  Hecht 
enter  the  commodities  market,  which  occurred  if  at  all 
while  Wilder  was  a  partner  of  Hooker  &  Fay  and 
mider  circmnstances  of  which  Harris  Upham  had  no 
knowledge. 

As  for  Itek  and  Colonial,  these  were  private  trans- 
actions between  Wilder  and  Mrs.  Hecht  of  which 
Harris  Upham  had  no  knowledge.  Moreover  Wilder 
did  not  profess  to  be  acting  for  anyone  other  than 
himself  in  comiection  with  the  Colonial  transaction, 
or  when  the  Itek  stock  was  acquired  from  Mrs.  Hecht. 
Mrs.  Hecht  knew  he  was  not  acting  for  Harris 
Upham. 

Respondeat  Superior. 
p{  Plaintiff  has  found  no  authority  to  support  her 
conclusion  that  '^respondeat  superior"  is  applicable 
to  an  action  under  Section  10(b).  Myzel  v.  Fields,  386 
F.  2d  718,  738  (8  Cir.  1967),  cert.  den.  390  U.S.  951 
(1968),  quoted  by  plaintiff  on  page  59  in  her  brief, 
does  not  hold  it  is  applicable.  Kamen  <&  Co.  v.  Paul 
H.  Aschkar  &  Co.,  382  F.  2d  689  (9  Cir.  1967),  cert, 
granted  390  U.S.  942  (1968)  would  appear  to  be  to 
the  contrary.  See  also  Moscarelli  v.  A.  L.  Stamm,  288 
F.  Supp.  453  (E.D.N.Y.  1968). 
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POINT  VI 
THE  STATUTE  OF  LIMITATIONS. 

In  Moviecolor  Ltd.  v.  Eastman  Kodak  Co.,  288  F. 
2d  80,  87  (2  Cir.  1961),  the  court  took  for  granted  that 
under  federal  law  a  finding  of  "fraud"  does  not  toll 
the  Statute  of  Limitations  unless  there  is  an  element 
of  concealment.  Improper  conduct  does  not  toll  the 
statute  even  though  it  may  be  regarded  a  constructive 
or  statutory  fraud.  The  court  below  and  the  plaintiff 
in  her  brief  have  failed  to  point  to  a  fact  concealed. 

There  is  no  evidence,  nor  is  it  a  fact,  as  plaintiff 
contends,  that  Mrs.  Hecht^s  fears  were  lulled  by 
Wilder's  memoranda.  The  court  found  that  Mr. 
Wilder  sought  to  allay  her  concern  in  one  memoran- 
dum, but  not  that  they  were  in  fact  allayed.  The  court 
did  not  make  this  finding,  because  Mrs.  Hecht  testified 
that  her  fears  were  not  allayed,  and  she  did  not  read 
any  of  Wilder's  memoranda. 

Plaintiff  argues  that  churning  is  a  continuous  of- 
fense and  the  statute  does  not  begin  to  run  imtil  com- 
pleted. Presiunably  liability  does  not  accrue  until 
terminated.  The  argument  is  not  meaningful  in  the 
context  of  this  case.  The  cases  she  cites  on  page  70 
do  not  support  her  claim.  Furthermore  her  account 
was  not  actively  traded  after  1961. 

Plaintiff  cites  Holmherg  v.  ArmbrecM,  327  U.  S. 
392,  397  (1946)  to  prove  that  concealment  tolls  the 
Statute.  In  that  case  there  was  non-disclosure,  and 
surely  when  facts  are  concealed,  the  statute  cannot  be 
permitted  to  run.  We  have  never  otherwise  suggested. 
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Plaintiff  claims  that  she  could  not  discover  the  facts 
because  Mr.  Wilder  picked  up  her  papers.  Wilder 
picked  up  her  papers  as  her  employee,  and  at  her 
request.  Furthermore,  she  had  her  tax  returns  and 
knew  she  lost  money  in  1962. 

Plaintiff  also  argues: 

1.  Mrs.  Hecht's  mental  condition  gives  her  special 
status  in  so  far  as  the  riuining  of  the  Statute. 

The  court  failed  to  find  she  had  a  mental  condition, 
and  the  law  is  to  the  contrary.  See  Azalea  Meats,  Inc. 
V.  Musmt,  386  F.  2d  5,  9  (5  Cir.  1967),  cited  by  plain- 
tiff, and  cases  cited  in  our  principal  brief,  page  66. 

2.  A  fiduciary  relationship  lessens  the  need  to  in- 
vestigate. 

We  agree  when  the  '' fiduciary  relationship"  is  one 
of  actual  confidence  and  not  one  of  suspicion,  fear, 
and  disbelief  there  is  less  need  to  investigate.  But  a 
''fiduciary  relationship,"  whatever  its  meaning,  does 
not  permit  playing  "I  win  you  lose." 

5.  A  fiduciaiy  relationship  may  continue  even 
where  there  is  open  hostility  (see  footnote  44  on  page 
74  of  plaintiff's  brief). 

No  doubt  this  is  the  law  when  the  fiduciary  rela- 
tionship is  one  that  cannot  be  terminated  at  will.  Until 
a  lawyer  withdraws  he  must  honor  his  commitments. 
Plaintiff  was  not  in  the  position  of  a  client. 
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POINT  vn 

THE  ITEK  AND  COLONIAL  TRANSACTIONS. 
The  Admission  of  Evidence  Against  Harris  Upham. 

On  page  21  of  her  brief,  plaintiff  refers  to  the  rul- 
ing of  the  court  that  all  matters  preceding  1957  would 
not  be  binding  on  the  defendant  unless  and  imtil  the 
court  should  otherwise  rule.  Plaintiff  then  proceeds  to 
argue  that  this  was  not  a  final  ruling  and  therefore 
defendant  was  called  upon  to  cross-examine  Mrs. 
Hecht  after  she  had  testified  with  respect  to  the  Itek 
and  Colonial  transactions. 

The  legal  argument  is  wrong;  the  references  to  the 
record  are  intended  to  mislead.  The  Itek  and  Colonial 
transactions  were  separately  ruled  out  by  the  court 
on  ten  separate  occasions,  and  the  court  acquiesced  in 
our  statement  that  since  the  court  had  not  admitted 
the  evidence  against  Harris  Upham,  there  would  be 
no  point  in  cross-examining  with  respect  to  these 
transactions. 

The  circumstances  following  the  court's  ruling  are 
here  stated  because  plaintiff  attempts  to  confuse  them. 
On  October  20,  1967,  the  court  called  counsel  together 
and  read  portions  of  its  draft  of  opinion.  At  that  time 
we  called  its  attention  to  the  fact  that  these  transac- 
tions had  not  been  admitted  against  Harris  Upham. 
The  court  agreed  that  if  it  were  to  admit  them,  an 
opportunity  would  have  to  be  given  for  opposing 
proof.  But  it  decided  the  case  and  proposed  to  give 
us  such  an  opportunity  after  decision.  Nothing  was 
said  in  the  opinion  about  pre-trial  discovery.  We  did 
not  offer  proof;  it  was  too  late.  Wilder  had  been  dis- 


27 


charged  for  privately  dealing-  with  a,  customer  con- 
trary to  stock  exchange  regulation.  Another  witness 
was  dead.  Mrs.  Hecht  could  not  be  successfully  cross- 
examined  after  the  court  had  held  she  did  not  know 
what  she  was  doing  as  to  Colonial.  Contrary  to  plain- 
tiff's statement,  we  did  not  waive  the  objection  to 
prejudgment  and  the  court  did  not  warn  us  that  we 
would  waive.  We  came  to  court  to  make  motions  with 
respect  to  pre-judgment,  Statute  of  Limitations,  and 
the  like,  and  to  offer  in  evidence  a  document  showing 
that  Wilder  had  no  authority  to  act  on  behalf  of 
Harris  Upham  or  privately  to  engage  in  dealings 
with  customers.  Plaintiff  cites  no  authority  to  sup- 
port her  theory  of  waiver.  It  would  be  extraordinary 
if  the  court's  pre-judgment  were  waived  at  the  very 
time  a  motion  is  made  to  vacate  judgment  for  that 
very  reason. 

The  Statute  of  Limitations. 

Plaintiff's  caption  for  Point  VII  A  1  (p.  75  of  her 
closing  brief)  states  that  her  "pleadings  encompassed 
the  transactions"  but  she  cannot  point  to  a  single  alle- 
gation of  her  complaint  or  pre-trial  statements  which 
would  indicate  that  such  transactions  were  encom- 
passed. She  points  instead  to  the  trial  memorandum 
of  fact  filed  on  June  6,  1967,  more  than  three  months 
after  the  Statute  of  Limitations  by  any  computation 
had  expired. 

Plaintiff'  implicitly  admits  that  the  complaint  does 
not  allege  the  Colonial  transaiction.  She  excuses  that 
on  the  groimd  that  these  facts  were  ''pieced"  together 
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by  her  counsel  on  the  weekend  preceding  June  5,  1967. 
Mrs.  Hecht  testified  that  she  suddenly  '^  remembered  it 
because  it  was  not  in  the  ledger"  (R.  3590,  91).  There- 
fore she  knew  the  facts  as  of  tiie  time  they  occurred, 
and  any  claim  with  regard  thereto  was  barred  long 
before  she  instituted  action. 

There  are  citations  in  plaintiff's  brief  on  the  sub- 
ject of  amending  complaints,  but  none  of  them  come 
to  grips  with  the  decision  of  this  court  in  Firchau  v. 
Diamond  National  Corporation,  345  F.  2d  260  (9  Cir. 
1965). 

Supervision,  "Participation,"  and  Defendants'  Alleged 
Knowledge. 

Plaintiff's  claim  of  lack  of  supervision  regarding 
these  transactions  is  hopelessly  at  odds  with  the 
simple  realities.  There  is  no  method  by  which  Harris 
Upham  could  have  supervised  private  transactions 
between  Mrs.  Hecht  and  Mr.  Wilder,  and  more  par- 
ticularly with  respect  to  securities  that  were  not  pur- 
chased through  Harris  Upham  (Colonial)  or  were 
delivered  out  by  Hai^is  Upham  to  Mrs.  Hecht  (Itek). 
Conceivably  the  Securities  Exchange  Act,  if  apposite, 
requires  ''internal"  supervision,  not  external  super- 
vision. 

Whether  or  not  these  securities  were  sold  through 
Harris  Upham  is  really  not  in  point.  There  is  no  evi- 
dence the  certificates  were  in  the  name  of  Mrs.  Hecht 
at  the  time  they  were  sold,  and  Harris  Upham  had  no 
way  of  knowing  that  any  of  the  shares  of  stock  sold 
had  originated  with  Mrs.  Hecht. 
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Plaintiff's  recitation  of  the  facts  with  respect  to  the 
participation  of  Mr.  George  U.  Harris  (on  page  82) 
simply  distorts  the  record.  Mr.  Harris'  deposition 
which  plaintiff  cites,  makes  clear  Mr.  Harris  was  not 
aware  of  the  facts  except  as  furnished  to  him  by 
comisel  at  the  time  he  gave  deposition  (deposition  of 
George  U.  Harris,  pp.  14,  47-49). 

Wilder 's  Authority. 

In  her  caption  for  Point  VII  E  plaintiff  states 
'^Harris  Upham  &  Company  is  also  liable  because  Mr. 
Wilder  acted  wdthin  the  scope  of  his  employment." 
The  argimient  that  follows  deals  only  with  ostensible 
authority.  The  court  did  not  find  ostensible 
authority.  Mrs.  Hecht  did  not  testify  that  she  under- 
stood she  was  dealing  with  Harris  Upham  in  connec- 
tion with  these  transactions.  She  accepted  Wilder's 
bank  check  for  her  Itek  stock.  She  bought  the  Colonial 
stock  privately. 


POINT  vni 

DAMAGES. 

Plaintiff  asks  recovery  on  the  theory  of  loss  of 
bargain,  a  doctrine  essentially  contrary  to  the  federal 
rule  of  damages  which  limits  recovery  to  actual  loss. 
While  damages  are  detennined  by  federal  law  we 
note  that  California  law  is  in  accord.  Gagne  v.  Ber- 
trafn,  43  Cal.  2d  481,  275  Pac.  2d  15.  Another  difficulty 
with  plaintiff's  thesis  is  that  she  made  no  bargain 
that  was  breached  after  May  1,  1957,  and  the  court 
did  not  find  she  had  made  a  bargain  before  that. 
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Plaintiff  ar^es  that  the  court  may  adopt  any  rea- 
sonable means  of  computing  the  extent  of  damages. 
But  the  damages  must  be  attributable  to  the  wrong 
found  by  the  court.  Proximate  cause  must  be  foimd. 
Story  Parchment  Co.  v.  Paterson  Parchment  Paper 
Co.,  282  U.  S.  555,  562-63  (1931).  It  may  not  be 
guessed.  James  Wood  General  Trading  EstaJMshm.ent 
V.  Coe,  297  F.  2d  651,  658  (2  Cir.  1961). 

Plaintiff  argues  defendants  cannot  complain  of  the 
damages  awarded  and  the  trial  court  need  not  explain 
the  basis  of  its  computation  of  damages.  This  is  con- 
trary to  the  law.  The  measure  of  damages  is  subject 
to  appellate  review.  United  States  National  Bank  v. 
Fabri-Valve  Co.,  235  F.  2d  565,  568  (9  Cir.  1956),  and 
the  court  is  required  to  find  facts  with  respect  to  dam- 
ages. Alexander  v.  Nash  Kelvinator  Corp.,  261  F.  2d 
187  (2  Cir.  1958).  Otherwise  damages  would  cease  to 
be  a  matter  for  review. 

Punitive  Damages. 

To  the  cases  we  have  previously  called  to  the  Court's 
attention  which  have  held  the  Securities  Exchange  Act 
does  not  permit  punitive  damages,  we  add  Myzel  v. 
Field,  386  F.  2d  718  (8  Cir.  1967),  cert,  denied  390 
U.  S.  951  (1968).  Plaintiff  would  invoke  the  Securities 
Act.  The  difficulty  is  the  Securities  Act  applies  to 
sales  by  a  dealer  to  a  customer,  not  to  brokerage. 
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CONCLUSION 

The  judgment  of  the  court  below  should  be  reA^ersed 
and  the  complaint  dismissed. 

Dated,  February  28,  1969. 

Respectfully  submitted, 
Emanuel  Becker, 
Thomas  A.  H.  Hartwell, 
CooLEY,  Crowley,  Gaither, 
GoDWARD,  Castro  &  Huddleson, 
Attorneys  for  Defendants 
Harris,  Upham  d  Co.,  et  ano. 
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Nos.  22971  and  23017 
In  the 

United  States  Court  of  Appeals 

For  the  Ninth  Circuit 


Bertha  Hecht, 

Plaintiff -Appellee-Appellant, 
vs. 

Harris,  Upham  &  Co.,  a  partnership, 
Harris,  Upham  &  Co.,  Inc.,  a  corporation, 

Defendants- Appellants-Appellees. 


Closing  Brief  of  Bertha  Hecht 


PRELIMINARY  STATEMENT 

This  Closing  Brief  is  presented  by  Bertha  Hecht  as  appellant's 
reply  brief  in  No.  23017  and  as  appellee's  principal  brief  in  re- 
sponse to  the  opening  brief  of  Harris,  Upham  &  Co.  in  No.  22971.^ 

INTRODUCTION 

The  opening  brief  of  Harris,  Upham  &  Co.  fails  to  come  to 
grips  with  the  fundamental  issues  in  this  case — both  as  tliese 


1.  The  parties  will  be  referred  to  by  name  or  as  plaintiff  and  defend- 
ants. "C.T."  references  are  to  the  Clerk's  Transcript,  "R.T."  references 
are  to  the  Reporter's  Trial  Transcript,  and  Exhibit  References  are  to  the 
exhibits  introduced  during  the  trial  and  now  before  this  Court. 
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issues  are  presented  in  the  Opening  Brief  of  Bertha  Hecht  and, 
more  importantly,  as  determined  and  discussed  by  the  trial  court. 
Defendants'    brief   largely   ignores   the   trial   court's   decision 
and  presents  the  case  as  if  this  Court  had  an  obligation  to  try  it  : 
de  novo.  We  respectfully  submit  that  "  "Instead  of  a  fair  and 
sincere  effort  to  show  that  the  trial  court  was  wrong,  appellant's 
brief  is  a  mere  challenge  to  respondents  to  prove  that  the  court 
was  right.  And  it  is  an  attempt  to  place  upon  the  court  the  burden 
of  discovering  without  assistance  from  appellant  any  weakness 
in  the  arguments  of  the  respondents.  An  appellant  is  not  permitted  ' 
to  evade  or  shift  his  responsibility  in  this  manner!  "  Schulz  v. 
Wulfing,  251  Cal.  App.  2d  776,  778  (1967)   (emphasis  added). . 
Instead  of  merely  rearguing  the  case,  as  a  matter  of  law  it  is  i 
incumbent  upon  defendants  to  convincingly  establish  that  the  trial 
court's  decision  and  judgment  are  improper. 
Haynes  v.  Gwynn,  248  Cal.  App.  2d  149,  151  (1967): 

"  'The  rule  is  well  established  that  a  reviewing  court  must 
presume  that  the  record  contains  evidence  to  support  every 
finding  of  fact,  and  an  appellant  who  contends  that  some 
particular  finding  is  not  supported  is  required  to  set  forth  in 
his  brief  a  summary  of  the  material  evidence  upon  that  issue. 
Unless  this  is  done,  the  error  assigned  is  deemed  to  be ' 
waived!  "   (emphasis  added) 

Defendants   Have   Failed   to   Meet   the   Burden   Imposed   by  the 
"Clearly  Erroneous"  Rule 

The  defendants'  brief  merely  asserts  that  the  trial  court  findings 
are  unfounded  and  makes  little  effort  to  demonstrate  that  they 
are  "clearly  erroneous."  Rule  52(a),  Federal  Rules  of  Civil 
Procedure. 

For  example,  defendants  make  two  responses  to  the  trial  court's  '\ 
extensive  findings  on  the  inadequacy  of  Harris,  Upham  &  Co.'si 
internal  supervision  and  control.  283  F.Supp.  at  438-439.  First, 
they  merely  reargue  the  case  by  asserting  that  the  "record  con- 
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tains  a  precise  description  of  defendants'  internal  supervision  to 
assure  the  Securities  Exchange  Act  is  not  violated"  (H.U.  Brief, 
25).  This  response  improperly  attempts  to  shift  the  burden  to 
plaintiff  to  support  the  trial  court's  findings  and  does  not  consti- 
tute an  analysis  from  which  this  Court  could  conclude  that  the 
trial  court's  findings  of  inadequate  supervision  are  clearly  erro- 
neous. Secondly,  Harris,  Upham  &  Co.  insists  that  the  trial  court 
"did  not  find  inadequate  internal  supervision"  (H.U.  Brief,  65). 
This  assertion  is  directly  contradicted  by  the  clear  language  of  the 
trial  court  (283  F.Supp.  at  439) : 

''The  Court  finds  and  concludes  from  the  evidence  that  de- 
fendant Harris,  Upham  did  not  maintain  a  reasonably  ade- 
quate system  of  internal  supervision  and  control;  that  it  did 
not  enforce  with  any  reasonable  diligence  such  system  as  it 
did  maintain  and  that  in  this  respect  defendant  Harris, 
Upham  cannot  be  said  to  have  acted  in  good  faith  within  the 
meaning  of  Section  20(a)  of  the  Securities  Exchange  Act 
(15  U.S.C.  §78t(a))  but  did,  on  the  contrary,  indirectly 
induce,  participate  in,  approve  and  accept  the  benefits  of 
what  we  have  found  to  be  the  excessive  trading  of  the 
account  by  Wilder."  (emphasis  added) 

Because  of  defendants'  failure  to  either  precisely  depict  and 
convincingly  demonstrate  the  errors  allegedly  committed  by  the 
trial  court  or  to  fairly  present  all  the  evidence  bearing  upon  the 
factual  findings  they  challenge,  their  appeal  should  be  dismissed 
out  of  hand. 

Trial  Court  Findings  Are  Presumptively  Correct 

This  Court  has  emphasized  the  great  weight  to  be  given  to  trial 
court  findings  and  the  broad  scope  of  the  clearly  erroneous  rule 
{Lundgren  v.  Freeman,  307  F.2d  104,  113-115  (9th  Cir.  1962)), 
recognizing  that  if  the  rule  is  not  firmly  adhered  to  "everything  is 
cast  adrift."  facuzzi  Bros.  v.  Berkeley  Pump  Co.,  191  F.2d  632, 
634  (9th  Cir.  1951). 
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Under  the  clearly  erroneous  rule,  the  appellee  is  entitled  to  "the  ■ 
benefit  of  all  reasonable  inferences  and  to  have  the  evidence  ■ 
viewed  in  a  light  most  favorable  to  it,  and  if  when  so  viewed 
there  was  substantial  evidence  to  sustain  the  judgment  it  cannot  : 
be  reversed."  Clostermann  v.  Gates  Rubber  Co.,  394  F.2d  794, 
796  (9th  Cir.  1968).  See  also,  Weyl-Zuckerman  &  Co.  v.  Com- 
missioner, 232  F.2d  214,  216  (9th  Cir.  1956);  United  States  v. 
Fotopulos,  180  F.2d  631,  634  (9th  Cir.  1950)  ;  Stacker  v.  United 
States,  258  F.2d  112,  116  (9th  Cir.  1958). 

A  finding  is  clearly  erroneous  only  when  it  is  "without  eviden- 
tiary support"  or  when,  although  there  is  evidence  to  support  it, 
the  reviewing  court  on  the  entire  evidence  is  "left  with  the  defi- 
nite and  firm  conviction  that  a  mistake  has  been  committed."  ' 
West  V.  Conrad,  182  F.2d  255  (9th  Cir.  1950).  See  also,  Nuelsen 
V.  Sorensen,  293  F.2d  454,  460  (9th  Cir.  1961).  According  to  the : 
eminent  authority  of  Judge  Learned  Hand,  the  appellate  court 
will  reverse  a  trial  court  finding  only  "most  reluctantly  and  only 
when  well  persuaded."  United  States  v.  Aluminum  Co.  of  Amer- 
ica, 148  F.2d  416,  433  (2d  Cir.  1945). 

Defendants'  brief  fails  to  recognize  that  particular  regard  is 
to  be  given  to  trial  court  findings  which  are  dependent  upon  the  i 
credibility  and  demeanor  of  witnesses.  The  present  case  was  tried  \ 
by  one  of  the  most  experienced  trial  judges  in  this  District  who 
carefully  observed  and  patiently  listened  to  all  of  the  witnesses 
and  to  extended  argument  by  counseP  and  then  sifted  through  the 
often    times    conflicting    testimony    before    making    findings.    A 
number  of  these  findings  relate  to  the  intentions  of  defendants.  , 
It  is  established  that  "findings  as  to  the  design,  motive  and  intent 
with  which  men  act  depend  peculiarly  upon  the  credit  given  to 


2.     Cf.  R.T.  4506,  4511  (The  Court:  "...  this  has  been  a  rather  long^ 
case,   and  it's  been  a  hard  case,  however,   it  has  been  very  thoroughly 
presented  by  both  sides,  I  must  say.") 
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witnesses  by  those  who  see  and  hear  them."   United  States  v. 

Yellow  Cab  Co.,  338  U.S.  338,  341    (1949).  See  also,  United 

States  V.  Aluminum  Co.  of  America,    148   F.2d  4l6,  433    (2d 

Cir.  1945): 

"[The  trial  judge's]  duty  is  to  sift  the  evidence,  to  put  it 
into  logical  sequence  and  to  make  the  proper  inferences 
from  it;  and  in  the  case  of  a  record  .  .  .  like  that  before  us, 
it  is  physically  impossible  for  an  appellate  court  to  function 
at  all  without  ascribing  some  prima  facie  validity  to  his  con- 
clusions. .  .  .  [W]hatever  may  be  said  in  favor  of  reversing 
a  trial  judge's  findings  when  he  has  not  seen  the  witnesses, 
when  he  has,  and  in  so  far  as  his  findings  depend  upon 
whether  they  spoke  the  truth,  the  accepted  rule  is  that  they 
'must  he  treated  as  unassailable.'  "  (emphasis  added) 

Defendants  repeatedly  fail  to  accept  the  fact  that  the  trial  court 
here  has  performed,  and  ably  so,  its  duty  of  weighing  and  sifting 
the  evidence.  For  example,  defendants  state  that  the  Colonial 
shares  were  "gifts  made  of  securities  by  Mrs.  Hecht  to  Mrs. 
Wilder"  (H.U.  Brief,  27).  Although  Mr.  Wilder  claimed  Mrs. 
Hecht  gave  he  and  his  wife  these  securities,  Mrs.  Hecht  denied 
that  she  had  (See  Opening  Brief  of  Bertha  Hecht,  15-16)  and 
the  trial  court  found  that  Mr.  Wilder's  version  was  not  the  truth, 
283  F.Supp.  at  442.  From  defendants'  description  of  this  signifi- 
cant transaction,  the  reader  is  left  without  any  inkling  of  the  con- 
flict in  the  testimony  and  the  trial  court's  resolution  of  that 
conflict. 

The  entire  responsibility  for  "deciding  doubtful  fact  questions 
in  a  non-jury  case"  is  "that  of  the  district  court."  Pendergrass  v. 
New  York  Life  Ins.  Co.,  181  F.2d  136,  138  (8th  Cir.  1950). 

Defendants,    without    foundation,    attack    plaintifi^'s    general 

veracity  (H.U.  Brief,  10) — which  at  this  stage  they  may  not  do: 

"In  so  evaluating  the  evidence  [under  Rule  52(a)]  the  trial 

court's  appraisal  of  the  credibility  of  the  witnesses  is  to  be 
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accepted,  no  challenge  to  such  appraisal  being  permissible 
in  the  appellate  court.  Appellants'  attack  upon  the  credibility 
of  witnesses  whose  testimony  was  apparently  accepted  by 
the  court  will  therefore  be  disregarded." 
Nuelsen  v.  Sorensen,  293  F.2d  454,  460  (9th  Cir.  1961) 
(emphasis  added) 


m 


Moreover,  it  must  be  recognized  that  the  trial  judge  had  the 
obligation  to,  and  did,  resolve  whatever  inconsistencies  there  may 
have  been  within  the  testimony  of  each  witness.  Peterson  v.  Peter- 
son, 74  Cal.  App.  2d  312,  318-319  (1946).  Defendants  frequently 
rely  on  "y^s"  and  "no"  answers  to  questions  given  by  Mrs.  Hecht,  \ 
and  give  them  an  import  obviously  not  intended  by  her,  as  shown 
by  her  testimony  when  she  was  given  the  opportunity  to  explain 
matters  in  detail.  The  trial  judge  made  his  findings  after  hearing 
all  of  plaintiff's  testimony,  the  testimony  of  defendants  and  the  tkee 
other  witnesses,  and  after  considering  the  massive  documentary  mk 
evidence  which  was  introduced.  Defendants  cannot  now  take  only 
a  part  of  Mrs.  Hecht's  testimony  and  demand  that  the  trial  court's 
findings  be  restricted  to  that  part — to  the  exclusion  of  her  total 
testimony  and  all  the  other  testimony  and  evidence  in  the  case. 

Defendants'  approach  here  is  similar  to  that  pursued  in  another 
case  decided  by  this  Court  wherein  the  defendants  sought  to  over- 
turn the  trial  court's  findings  on  the  basis  that  the  testimony  of  a 
witness  and  of  the  plaintiff  (an  80  year  old  widow  in  a  disturbed 
mental  and  physical  condition)  should  be  entirely  discredited. 
This  Court  responded: 

"Neither  were  impeached  to  the  extent  that  their  entire  tes- 
timony should  be  disbelieved.  The  trial  judj^e  made  this  clear 
in  his  decision.  We  add  that  not  only  did  the  trial  judge  have 
the  testimony  of  Mrs.  Connell  and  Mr.  Holdorf,  but  he  also 
had  the  additional  benefit  of  many  cancelled  checks  and 
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other  documentary  evidence,  as  well  as  the  testimony  of 
other  witnesses  and  defendants." 
Errion  v.  Connell,  236  F.2d  447,  456  (9th  Cir.  1956) 

The  trial  judge  in  the  present  case  likewise  had  before  him  a 
^reat  deal  of  evidence — both  documentary  and  testimony — upon 
A^hich  to  draw  in  arriving  at  his  findings.  It  is  these  findings  that 
defendants  must  prove  are  clearly  erroneous.  Their  failure  to  even 
ittempt  this  task  renders  the  judgment  impervious  to  their  attack. 

Although  the  burden  of  demonstrating  that  there  was  substan- 
:ial  evidence  to  support  the  findings  of  the  trial  court  does 
lot  rest  with  plaintiff,  this  brief  will  do  so  when  it  seems  appro- 
priate in  responding  to  defendants,  so  as  to  show  beyond  the 
shadow  of  any  doubt  that  defendants'  appeal  is  unmeritorious. 
Because  defendants  frequently  discuss  the  same  issue  at  two  or 
hree  different  places  within  their  brief,  plaintiif  will  attempt  to 
gather  together  these  sections  and  respond  to  them  at  one  time. 

,       THE  JUDGMENT  WAS  PROPERLY  ENTERED  AGAINST 
I  HARRIS.  UPHAM  &  CO.,  INC. 

Defendants  now  contend,  for  the  first  time  in  this  litigation, 
hat  the  judgment  (C.T.  IO6O-IO6I)  should  not  have  been  en- 
ered  against  Harris,  Upham  &  Co.,  Inc.  because  "[n]o  evidence 
)f  its  [the  corporation's}  assumption  of  liability  [attributable  to 
he  partnership]  was  tendered.  This  is  not  a  disputable  issue." 
;H.U.  Brief,  4) 

In  view  of  its  conduct  in  this  case  it  is  not  surprising  that 
Harris,  Upham  &:  Co.,  Inc.  seeks  to  avoid  its  responsibility  for 
he  judgment  entered  herein  even  though  it  has  repeatedly  ad- 
nitted,  both  orally  and  in  writing,  that  it  is  liable  for  any  judg- 
nent  v/hich  might  be  entered  against  the  partnership. 

HE  CORPORATION  ADMITTEDLY  ASSUMED  THE  LIABILITY  OF  THE  PART- 
NERSHIP 

One  need  not,  however,  look  further  than  the  Pre-Trial  Order 
o  find  conclusive  confirmation  of  the  fact  that  such  liability  was 
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accepted,  no  challenge  to  such  appraisal  being  permissibl 
in  the  appellate  court.  Appellants'  attack  upon  the  credibiliti, 
of  witnesses  whose  testimony  was  apparently  accepted  bli 
the  court  will  therefore  be  disregarded." 
Nuelsen  v.  Sorensen,  293  F.2d  454,  460  (9th  Cir.  1961 
(emphasis  added) 

Moreover,  it  must  be  recognized  that  the  trial  judge  had  th 
obligation  to,  and  did,  resolve  whatever  inconsistencies  there  ma 
have  been  within  the  testimony  of  each  witness.  Peterson  v.  Vete\ 
son,  lA  Cal.  App.  2d  312,  318-319  (1946).  Defendants  frequentlt| 
rely  on  "yes"  and  "no"  answers  to  questions  given  by  Mrs.  Hech 
and  give  them  an  import  obviously  not  intended  by  her,  as  show 
by  her  testimony  when  she  was  given  the  opportunity  to  explai 
matters  in  detail.  The  trial  judge  made  his  findings  after  hearinri 
all  of  plaintiff's  testimony,  the  testimony  of  defendants  and  thii   i 
other  witnesses,  and  after  considering  the  massive  documentar 
evidence  which  was  introduced.  Defendants  cannot  now  take  onl 
a  part  of  Mrs.  Hecht's  testimony  and  demand  that  the  trial  court i 
findings  be  restricted  to  that  part — to  the  exclusion  of  her  totzi 
testimony  and  all  the  other  testimony  and  evidence  in  the  case. 

Defendants'  approach  here  is  similar  to  that  pursued  in  anothei 
case  decided  by  this  Court  wherein  the  defendants  sought  to  ove.' 
turn  the  trial  court's  findings  on  the  basis  that  the  testimony  of 
witness  and  of  the  plaintiff  (an  80  year  old  widow  in  a  disturbe 
mental  and  physical  condition)  should  be  entirely  discredited 
This  Court  responded: 

"Neither  were  impeached  to  the  extent  that  their  entire  te; 
timony  should  be  disbelieved.  The  trial  judj^e  made  this  dec 
in  his  decision.  We  add  that  not  only  d.'d  the  trial  judge  ha\ 
the  testimony  of  Mrs.  Connell  and  Mr.  Holdorf,  but  he  als 
had   the  additional  benefit  of  many  cancelled  checks  am 
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other  documentary  evidence,  as  well  as  the  testimony  of 
other  witnesses  and  defendants." 
Errion  v.  Connell,  236  F.2d  447,  456  (9th  Cir.  1956) 

The  trial  judge  in  the  present  case  likewise  had  before  him  a 
great  deal  of  evidence — both  documentary  and  testimony — upon 
which  to  draw  in  arriving  at  his  findings.  It  is  these  findings  that 
defendants  must  prove  are  clearly  erroneous.  Their  failure  to  even 
attempt  this  task  renders  the  judgment  impervious  to  their  attack. 

Although  the  burden  of  demonstrating  that  there  was  substan- 
tial evidence  to  support  die  findings  of  the  trial  court  does 
not  rest  with  plaintiff,  this  brief  will  do  so  when  it  seems  appro- 
priate in  responding  to  defendants,  so  as  to  show  beyond  the 
shadow  of  any  doubt  that  defendants'  appeal  is  unmeritorious. 
Because  defendants  frequently  discuss  the  same  issue  at  two  or 
three  different  places  within  their  brief,  plaintiff  will  attempt  to 
gather  together  these  sections  and  respond  to  them  at  one  time. 
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THE  JUDGMENT  WAS  PROPERLY  ENTERED  AGAINST 
HARRIS.  UPHAM  &  CO.,  INC. 


Defendants  now  contend,  for  the  first  time  in  this  litigation, 
that  the  judgment  (CT.  IO6O-IO6I)  should  not  have  been  en- 
tered against  Harris,  Upham  &  Co.,  Inc.  because  "[n]o  evidence 
of  its  [the  corporation's]  assumption  of  liability  [attributable  to 
the  partnership}  was  tendered.  This  is  not  a  disputable  issue." 
(H.U.  Brief,  4) 

In  view  of  its  conduct  in  this  case  it  is  not  surprising  that 
Harris,  Upham  &  Co.,  Inc.  seeks  to  avoid  its  responsibility  for 
the  judgment  entered  herein  even  though  it  has  repeatedly  ad- 
mitted, both  orally  and  in  writing,  that  it  is  liable  for  any  judg- 
si  ment  which  might  be  entered  against  the  partnership. 

THE  CORPORATION  ADMITTEDLY  ASSUMED  THE  LIABILITY  OF  THE  PART- 
NERSHIP 

One  need  not,  however,  look  further  than  the  Pre-Trial  Order 
to  find  conclusive  confirmation  of  the  fact  that  such  liability  was 
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assumed.  In  the  Pre-Trial  Order  (C.T.  368)  there  are  hsted  a 
number  of  facts  which  are  "admitted  by  all  of  the  parties."  Fact 
numbered  2  from  Plaintiff's  Final  Pre-Trial  Statement  is  listed  as 
one  of  these  admitted  facts.  This  admission  reads: 

"Harris,  Upham  &  Co.,  Inc.  is  the  successor  in  interest  to 
Harris,  Upham  &  Co.,  a  partnership,  and  is  responsible  for 
any  liabilities  of  Harris,  Upham  &  Co.  to  the  plaintiff." 
(C.T.  250)  (emphasis  added) 

The  draft  of  the  Pre-Trial  Order,  prepared  by  plaintiff's  counsel 
at  the  trial  court's  direction,  was  submitted  to  and  approved  by 
defendants'  counsel  prior  to  its  submission  to  the  court  for  signa- 
ture. Harris,  Upham  &  Co.,  Inc.  is  therefore  clearly  bound  by  this 
admission  of  fact.  It  should  also  be  noted  that  the  Pre-Trial  Order 
states  it  "is  admitted  and  agreed  by  counsel  of  record  herein  that 
Harris,  Upham  &  Co.,  Inc.  is  a  party  defendant  to  this  action" 
(C.T.  371).  See  also  R.T.  11,  171-172. 

We  also  note  that  at  the  outset  of  the  case,  Harris,  Upham 
&  Co.,  Inc.'s  then  counsel  (John  B.  Bates,  Esq.  of  Messrs.  Pills- 
bury,  Madison  &  Sutro)  stated: 

"Counsel,  I  might  say  for  the  record  we  are  not  making 
issue  as  to  the  identity  of  Harris,  Upham  &  Co.  as  a  corpo- 
ration or  partnership.  The  corporation  assumed  the  liabili- 
ties of  the  partnership  so  there  is  no  problem  in  that  regard." 

"I  think  we  are  appearing  at  this  time  for  the  corporation 
since  the  partnership  had  been  changed  into  corporate  form, 
I  believe,  but  I  am  saying  for  the  record  that  we  don't  draw 
any  distinction  insofar  as  the  corporation,  partnership  or 
corporation  is  concerned  for  this  lawsuit.  The  corporation 
assumes  the  liabilities  of  the  partnership,  if  any  there  are." 
Deposition  of  Arthur  R.  Mejia,  December  6,  1965,  pp.  5-6, 
(emphasis  added) 

Further,  in  a  verified  answer  to  an  interrogatory  introduced  into 
evidence,  Harris,  Upham  &  Co.  stated  that  "No  claim  is  made 


9 

hat  Harris,  Up  ham  &  Co.  as  it  is  presently  constituted  is  not 
^sponsible  for  liabilities,  if  any,  arising  out  of  Mrs.  Hec Jot's  trans- 
ctions  with  Harris,  Up  ham  &  Co.  during  the  period  she  dealt 
nth  that  partnership."  (Plaintiff's  Exhibit  192-1,  p.  45). 

It  is  significant  that  defendants  never  raised  this  issue  in  the 
)istrict  Court  before  or  after  trial.  Although  defendants  moved 
)  dismiss  the  case  after  the  trial  court  entered  its  initial  decision 
n  January  19,  1968,  this  motion  did  not  include  as  a  ground  for 
ismissal  that  the  corporation  could  not  be  held  liable  for  the 
lisconduct  found  to  have  occurred  (C.T.  953).  Further,  defend- 
nts  did  not  move  under  Rule  59(e)  or  Rule  60  of  the  Federal 
.ules  of  Civil  Procedure  to  alter  or  amend  the  judgment  in  this 
aspect  nor  was  this  ground  included  in  defendants'  Statement  of 
uues  to  be  presented  on  appeal  (C.T.  1075-1076). 

DEFENDANTS'  STATEMENT  OF  THE  CASE 

(H.U.  Brief.  4-9) 

he  Pleadings  (H.U.  Brief,  5-6) 

!  Defendant's  analysis  of  plaintiff's  pleadings  and  claims  distorts 

liem  beyond  recognition.  This  Court  is  invited  to  compare  the 

ptual  complaint   (C.T.   1-11)   with  defendants'  characterization 

i|f  it.  Since  what  is  important  is  the  nature  and  substance  of  those 

i  aims,  we  summarize  them  for  the  convenience  of  the  Court. 

Plaintiff's  claim  of  fraud  was  clearly  based  on  the  anti-fraud 

revisions  of  the  Federal  Securities  laws  (C.T.  1,  3,  6,  9,  12,  18, 

>88,  258,  262-265,  531-532;  R.T.  34-36,  63,  3880-3885,  3930- 

)37)    and  the  Commodity  Exchange  Act    (C.T.   89,   539-543, 

ip38-3940)   as  well  as  the  common  law  of  California  (C.T.  9- 

p,   547)   and  the  Rules  of  Fair  Practice  of  the  NASD   (C.T. 

p) .  The  principal  specific  fraudulent  act  alleged  was  that  de- 

j:;ndants  effected  securities  and  commodities  transactions  which 
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assumed.  In  the  Pre-Trial  Order  (C.T.  368)  there  are  listed  li 
number  of  facts  which  are  "admitted  by  all  of  the  parties."  Fao 
numbered  2  from  Plaintiff's  Final  Pre-Trial  Statement  is  listed  2; 
one  of  these  admitted  facts.  This  admission  reads: 

"Harris,  Upham  &  Co.,  Inc.  is  the  successor  in  interest  /ij 
Harris,  Upham  &  Co.,  a  partnership,  and  is  responsible  fc 
any  liabilities  of  Harris,   Upham  &  Co.  to  the  plaintiff.  | 
(C.T.  250)  (emphasis  added) 


The  draft  of  the  Pre-Trial  Order,  prepared  by  plaintiff's  counsei 
at  the  trial  court's  direction,  was  submitted  to  and  approved  H 
defendants'  counsel  prior  to  its  submission  to  the  court  for  signs 
ture.  Harris,  Upham  &  Co.,  Inc.  is  therefore  clearly  bound  by  thit 
admission  of  fact.  It  should  also  be  noted  that  the  Pre-Trial  Orddi! 
states  it  "is  admitted  and  agreed  by  counsel  of  record  herein  thai 
Harris,  Upham  &  Co.,  Inc.  is  a  party  defendant  to  this  actiool 
(C.T.  371).  See  also  R.T.  11,  171-172. 

We  also  note  that  at  the  outset  of  the  case,  Harris,  Uphar' 
&  Co.,  Inc.'s  then  counsel  (John  B.  Bates,  Esq.  of  Messrs.  Pilld 
bury,  Madison  &  Sutro)  stated: 

"Counsel,  I  might  say  for  the  record  we  are  not  makin.i 
issue  as  to  the  identity  of  Harris,  Upham  &  Co.  as  a  corpcc 
ration  or  partnership.  The  corporation  assumed  the  liabilJ 
ties  of  the  partnership  so  there  is  no  problem  in  that  regard.' 

"I  think  we  are  appearing  at  this  time  for  the  corporatioi 
since  the  partnership  had  been  changed  into  corporate  form 
I  believe,  but  I  am  saying  for  the  record  that  we  don't  dra-v 
any  distinction  insofar  as  the  corporation,  partnership  o 
corporation  is  concerned  for  this  lawsuit.  The  corporatioi 
assumes  the  liabilities  of  the  partnership,  if  any  there  are: 
Deposition  of  Arthur  R.  Mejia,  December  6,  1965,  pp.  5-6 
(emphasis  added) 

Further,  in  a  verified  answer  to  an  interrogatory  introduced  int- 
evidence,  Harris,  Upham  &  Co.  stated  that  "No  claim  is  mad 
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that  Harris,  Up  ham  &  Co.  as  it  is  presently  constituted  is  not 
responsible  for  liabilities,  if  any,  arising  out  of  Mrs.  Hecht's  trans- 
actions with  Harris,  Upham  &  Co.  during  the  period  she  dealt 
with  that  partnership."  (Plaintiff's  Exhibit  192-1,  p.  45). 

It  is  significant  that  defendants  never  raised  this  issue  in  the 
District  Court  before  or  after  trial.  Although  defendants  moved 
to  dismiss  the  case  after  the  trial  court  entered  its  initial  decision 
on  January  19,  1968,  this  motion  did  not  include  as  a  ground  for 
dismissal  that  the  corporation  could  not  be  held  liable  for  the 
misconduct  found  to  have  occurred  (C.T.  953).  Further,  defend- 
ants did  not  move  under  Rule  59(e)  or  Rule  60  of  the  Federal 
Rules  of  Civil  Procedure  to  alter  or  amend  the  judgment  in  this 
respect  nor  was  this  ground  included  in  defendants'  Statement  of 
Issues  to  be  presented  on  appeal  (C.T.  1075-1076). 

DEFENDANTS'  STATEMENT  OF  THE  CASE 

(H.U.  Brief.  4-9) 

The  Pleadings  (H.U.  Brief,  5-6) 

Defendant's  analysis  of  plaintiff's  pleadings  and  claims  distorts 
them  beyond  recognition.  This  Court  is  invited  to  compare  the 
actual  complaint  (C.T.  1-11)  with  defendants'  characterization 
of  it.  Since  what  is  important  is  the  nature  and  substance  of  those 
claims,  we  summarize  them  for  the  convenience  of  the  Court. 

Plaintiff's  claim  of  fraud  was  clearly  based  on  the  anti-fraud 
provisions  of  the  Federal  Securities  lav/s  (C.T.  1,  3,  6,  9,  12,  18, 
86-88,  258,  262-265,  531-532;  R.T.  34-36,  63,  3880-3885,  3930- 
3937)  and  the  Commodity  Exchange  Act  (C.T.  89,  539-543, 
'j  3938-3940)  as  well  as  the  common  law  of  California  (C.T.  9- 
10,  547)  and  the  Rules  of  Fair  Practice  of  the  NASD  (C.T. 
89).  The  principal  specific  fraudulent  act  alleged  was  that  de- 
fendants effected  securities  and  commodities  transactions  which 
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were  excessive  in  view  of  plaintiff's  investment  needs  and  objec 
tives  (C.T.  5-6,  207-208,  241-245).  The  law  and  facts  regarding  , 
this  "churning"  are  discussed  infra,  pp.  38-51. 

Plaintiff  claimed  from  the  outset  that  the  specific  fraudulent  i 
acts  alleged  also  constituted  a  breach  of  the  fiduciary  duties  owed 
to  her  by  defendants  under  both  Federal  law  (C.T.  6-7,  92-93, 
206,  211,  262-264,  558)  and  the  common  law  of  California  (C.T. 

10,  94-95,  268,  558-561). 

Plaintiff  sought  compensation  for  specified  items  of  damages 
proximately  caused  by  defendants'  fraudulent  conduct  (C.T.  7, 

11,  73-74,  246-247). 

Far  from  absolving  Harris,  Upham  &  Co.  (H.U.  Brief,  6), 
plaintiff  alleged  it  employed  and  controlled  Mr.  Wilder  (C.T.  2, 
206,  209,  240,  244,  865),  participated  in  and  induced  the  fraud 
perpetrated  upon  her  (C.T.  86-89,  208-209,  244-245,  263-265, 
349-350,  356-357,  448-451,  524-527,  568-569),  ratified  Mr. 
Wilder's  conduct  (C.T.  566,  822-828,  866),  and  was  liable  as  a 
principal  under  7  U.S.C.A.  §  4b  (C.T.  569) . 

Harris,  Upham  &  Co.'s  counsel  admitted  that  the  firm  was 
liable  for  its  employees'  i?nproprieties  if  it  did  not  adequately 
supervise  them  (R.T.  3846),  and  the  trial  court  found  that  the 
firm  did  not  have  adequate  supervision.  283  F.Supp.  at  439. 

Although  plaintiff  did  not  claim  that  her  account  was  made 
formally  discretionary  by  written  authorization,  she  did  claim 
that  it  was  in  fact  discretionary  because  of  the  control  exercised 
over  it  by  Mr.  Wilder,  and  that  Mr.  Wilder  and  his  employer 
abused  this  discretion  and  trust  reposed  in  them  (C.T.  3,  5,  68- 
71,  204,  207,  238,  240;  Cf.  Plaintiff's  Supplemental  Pre-Trial 
Statement,  dated  February  2,  1967,  p.  11). 

Mr.  Wilder  testified  he  had  unlimited  discretion  over  plain- 
tiff's account  (R.T.  1180-1183)  and  admitted  that  in  handling 
plaintiff's  account  he  violated  the  rules  prohibiting  discretionary 
orders  (R.T.  2235-2236;  C.T.  570).  It  is  clear  the  account  was 
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operated  on  a  discretionary  basis  in  violation  of  the  applicable 
,!:ules  and  regulations  (C.T.  611,  638-647). 


Vetrial  Proceedings  (H.U.  Brief,  7) 

Defendants'  motion  to  dismiss  for  lack  of  subject  matter  juris- 
iiction,  denied  by  the  trial  court,  is  discussed  infra,  pp.  22-24.  For 
liscussion  of  the  trial  court's  jurisdiction  over  the  commodity 
ransactions,  see  infra,  pp.  27-36. 

'he  Court's  Memoranda  of  Decision  (H.U.  Brief,  7-9) 

1.  Contrary  to  the  implication  of  their  brief,  defendants  were 
^iven  every  opportunity  to  and  did  present  whatever  evidence 
hey  possessed  on  the  Itek  and  Colonial  transactions.  See  infra, 

pp.  79-82. 

2.  As  to  the  ''further  damages"  awarded  plaintiff  (H.U. 
kief,  9),  the  following  facts  should  be  noted: 

(a)  The  commodities  losses  of  $78,000  awarded  were  realized 
osses  on  top  of  the  $98,000  in  commissions  paid  by  plaintiff  on 
:ommodities  transactions.  283  F.Supp.  at  436,  440.  Although  the 
Werage  amount  in  the  commodities  account  at  any  one  time  was 
mly  approximately  $35,000,  the  commodities  losses  were  largely 
)aid  for  by  the  sale  of  securities  and  the  transfer  of  over  $245,000 
rom  plaintiff's  securities  account  to  the  commodities  account.  283 
\Supp.  at  437;  Plaintiff's  Exhibit  263. 

(b)  The  $63,000  aivarded  for  loss  of  dividend  income  was 
warded  both  because  defendants  purchased  commodities,  which 
io  not  pay  dividends,  and  also  because  dividend-paying  securities 
vere  sold  and  speculative,  non-dividend  paying  securities  pur- 
hased  with  the  proceeds.  283  F.Supp.  at  440. 

(c)  The  compensatory  pre-]udgment  interest  award  applied 
»nly  to  the  $232,000  paid  by  plaintiff  in  commissions  and  interest. 
83  F.Supp.  at  444.  See  infra,  p.  95-96. 
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operated  on  a  discretionary  basis  in  violation  of  the  applicable 
rules  and  regulations  (C.T.  611,  638-647). 

Pretrial  Proceedings  (H.U.  Brief,  7) 

Defendants'  motion  to  dismiss  for  lack  of  subject  matter  juris- 
diction, denied  by  the  trial  court,  is  discussed  infra,  pp.  22-24.  For 
discussion  of  the  trial  court's  jurisdiction  over  the  commodity 
transactions,  see  infra,  pp.  27-36. 

The  Court's  Memoranda  of  Decision  (H.U.  Brief,  7-9) 

1.  Contrary  to  the  implication  of  their  brief,  defendants  were 
given  every  opportunity  to  and  did  present  whatever  evidence 
they  possessed  on  the  Itek  and  Colonial  transactions.  See  infra, 
pp.  79-82. 

2.  As  to  the  "further  damages"  awarded  plaintiff  (H.U. 
Brief,  9),  the  following  facts  should  be  noted: 

(a)  The  commodities  losses  of  $78,000  awarded  were  realized 
losses  on  top  of  the  $98,000  in  commissions  paid  by  plaintiff  on 
commodities  transactions.  283  F.Supp.  at  436,  440.  Although  the 
average  amount  in  the  commodities  account  at  any  one  time  was 
only  approximately  $35,000,  the  commodities  losses  were  largely 
paid  for  by  the  sale  of  securities  and  the  transfer  of  over  $245,000 
from  plaintiff's  securities  account  to  the  commodities  account.  283 
F.Supp.  at  437;  Plaintiff's  Exliibit  263. 

(b)  The  $63,000  awarded  for  loss  of  dividend  income  was 
awarded  both  because  defendants  purchased  commodities,  which 
do  not  pay  dividends,  and  also  because  dividend-paying  securities 
were  sold  and  speculative,  non-dividend  paying  securities  pur- 
chased with  the  proceeds.  283  F.Supp.  at  440. 

(c)  The  compensatory  pre-judgment  interest  award  applied 
only  to  the  $232,000  paid  by  plaintiff  in  commissions  and  interest. 
283  F.Supp.  at  444.  See  mfra,  p.  95-96. 
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DEFENDANTS'  STATEMENT  OF  THE  FACTS 

(H.U.  Brief,  9-31.84-97) 

Defendants'  presentation  of  the  facts  is  highly  argumentative 
and  fails  to  take  into  account  their  burden  of  demonstrating  that 
the  trial  court's  findings  are  clearly  erroneous.  Merely  asserting 
that  the  findings  are  unsupported  by  the  evidence  is  insufficient. 
Moreover,  defendants  select  only  limited  parts  of  the  record  to 
present  v^ithout  fairly  summarizing  all  the  evidence  bearing  on  the 
challenged  findings.  To  respond  to  all  of  defendants'  alleged 
facts  would  extend  this  brief  beyond  permissible  limits  and  w^ould 
serve  little  purpose.  Either  here  or  in  other  parts  of  this  brief, 
plaintiff  will  respond  to  some  of  defendants'  factual  contentions. 
For  a  logical  and  coherent  recitation  of  the  basic  facts  of  this  case 
the  Court  is  referred  to  the  trial  court's  decision  and  to  the  Open- 
ing Brief  of  Bertha  Hecht,  1-32. 

The  Plaintiff  (H.U.  Brief.  9-1  I,  84-86) 

This  section  is  apparently  intended  to  attack  the  trial  court's 
finding  that  plaintiff's  "comprehension  of  the  securities  market 
was  definitely  limited,  her  comprehension  of  the  commodities 
market  was  virtually  nil  and  her  comprehension  of  both  was  most 
superficial."  283  F.Supp.  at  433. 

Defendants  first  question  Mrs.  Hecht's  credibility.  This  they 
cannot  do  on  appeal.  Moreover,  defendants  have  not  attempted  to 
summarize  the  evidence  relating  to  plaintiff's  mental  condition 
and  abilities. 

Dr.  Gloria  Bentinck — a  qualified  psychiatrist  (R.T.  749-750) 
— testified  that  in  1955  plaintiff  was  extremely  confused  (R.T. 
751-752),  disoriented  (R.T.  771,  785-786,  792),  lacked  good 
judgment  about  herself  (R.T.  800,  808),  and  was  disorganized 
and  forgetful  (R.T.  806-807). 

A  neurologist  (Leon  J.  Whitsell,  M.D.),  who  examined  plain- 
tiff shortly  after  her  husband's  death  in  January  1955,  reported 
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hat  she  had  suffered  from  an  "acute  brain  syndrome  following 
L  'silent'  cerebral  infarction"  (Plaintiff's  Exhibit  187-1).^ 

In  the  fall  of  1955,  plaintiff  was  confined  to  a  sanitarium  and 
eceived  shock  treatments  for  her  general  confusion,  depression 
md  agitation  (R.T.  794,  798).  Both  in  1955  and  in  recent  years, 
electro-encephalograms  have  disclosed  abnormal  brain  waves, 
probably  resulting  from  organic  brain  damage  (Plaintiff's  Exhibit 
L87-3;  R.T.  308-309,  800). 

Dr.  William  McCreery  (R.T.  300-304),  who  has  been  plain- 
iflF's  personal  doctor  since  1959,  testified  that  "she  has  always 
seen  quite  forgetful"  and  has  a  short  attention  span  (R.T.  308), 
s  disorganized  (R.T.  317),  has  "a  general  relationship  with 
)thers  as  a  child  rather  than  an  adult"  (R.T.  315),  has  a  tendency 
:o  lean  on  people  (R.T.  365),  and  "finds  it  difficult  to  pursue  a 
:ourse"  (R.T.  364).  Dr.  McCreery  knew  "very  little"  about  "her 
ibility  to  run  her  financial  affairs"  except  that  she  evidenced  con- 
:ern  about  her  dividend  income  upon  which  she  depended  to  live 
md  to  make  charitable  contributions  (R.T.  363-364,  377). 

Mr.  William  Wentworth,  a  distinguished  and  eminent  San 
?rancisco  investment  advisor,  testified  that  plaintiff  is  "totally 
incapable  of  managing  her  affairs  from  a  financial  standpoint" 
(R.T.  1898).  Plaintiff's  doctor  and  accountants  described  her  as 
'disorganized",  "forgetful"  and  as  a  person  who  becomes  "easily 
:onfused"  (R.T.  317,  324:2-9,  810:23-811:2,  3411-3413,  1806:22- 
f25).  For  further  details  regarding  plaintiff,  see  Opening  Brief  of 
Bertha  Hecht,  6-9. 

In  addition  to  the  above  evidence,  there  is  far  more  in  the 
record  to  substantiate  the  previously  quoted  trial  court  findings 
|and  its  additional  findings  that  plaintiff  is  an  "unstable,  erratic 
and  commercially  unsophisticated  woman"   who  was   "a  naive 


3.  This  exhibit  is  printed  as  Appendix  A  to  this  brief.  It  convincingly 
refutes  defendants'  assertion  (H.U.  Brief,  84)  tliat  there  "is  no  evidence 
that  Mrs.  Hecht  'suffered  an  acute  brain  syndrome  caused  by  a  cerebral 
infarction'  in  1955  (R.  376,  795)." 
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judgment  about  herself  (R.T.  800,  808),  and  was  disorganized 
and  forgetful  (R.T.  806-807). 

A  neurologist  (Leon  J.  Whitsell,  M.D.),  who  examined  plain 
tiff  shortly  after  her  husband's  death  in  January  1955,  reportec 
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that  she  had  suffered  from  an  "acute  brain  syndrome  following 
a  'silent'  cerebral  infarction"  (Plaintiff's  Exhibit  187-1).^ 

In  the  fall  of  1955,  plaintiff  was  confined  to  a  sanitarium  and 
received  shock  treatments  for  her  general  confusion,  depression 
and  agitation  (R.T.  794,  798).  Both  in  1955  and  in  recent  years, 
electro-encephalograms  have  disclosed  abnormal  brain  waves, 
probably  resulting  from  organic  brain  damage  (Plaintiff's  Exhibit 
187-3;  R.T.  308-309,  800). 

Dr.  William  McCreery  (R.T.  300-304),  who  has  been  plain- 
tiff's personal  doctor  since  1959,  testified  that  "she  has  always 
been  quite  forgetful"  and  has  a  short  attention  span  (R.T.  308), 
is  disorganized  (R.T.  317),  has  "a  general  relationship  with 
others  as  a  child  rather  than  an  adult"  (R.T.  315),  has  a  tendency 
to  lean  on  people  (R.T.  365),  and  "finds  it  difficult  to  pursue  a 
course"  (R.T.  364).  Dr.  McCreery  knew  "very  little"  about  "her 
ability  to  run  her  financial  affairs"  except  that  she  evidenced  con- 
cern about  her  dividend  income  upon  which  she  depended  to  live 
and  to  make  charitable  contributions  (R.T.  363-364,  377). 

Mr.  William  Wentworth,  a  distinguished  and  eminent  San 
Francisco  investment  advisor,  testified  that  plaintiff  is  "totally 
incapable  of  managing  her  affairs  from  a  financial  standpoint" 
(R.T.  1898).  Plaintiff's  doctor  and  accountants  described  her  as 
"disorganized",  "forgetful"  and  as  a  person  who  becomes  "easily 
confused"  (R.T.  317,  324:2-9,  810:23-811:2,  3411-3413,  1806:22- 
25).  For  further  details  regarding  plaintiff,  see  Opening  Brief  of 
Bertha  Hecht,  6-9. 

In  addition  to  the  above  evidence,  there  is  far  more  in  the 
record  to  substantiate  the  previously  quoted  trial  court  findings 
and  its  additional  findings  that  plaintiff  is  an  "unstable,  erratic 
and  commercially  unsophisticated  woman"   who  was   "a  naive 


3.  This  exhibit  is  printed  as  Appendix  A  to  this  brief.  It  convincingly 
refutes  defendants'  assertion  (H.U.  Brief,  84)  that  there  "is  no  evidence 
that  Mrs.  Hecht  "suffered  an  acute  brain  syndrome  caused  by  a  cerebral 
infarction'  in  1955  (R.  376,  795)." 
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customer  dependent  upon  Wilder  and  on  Harris,  Upham."  283  < 
F.Supp.  at  433,  434.  Tliere  is  no  further  need  to  respond  to  i 
defendants'  exaggerations  and  misleading  treatment  of  the  record, 
and  to  the  limited  extent  that  the  record  may  support  defendants' 
assertions,  it  was  considered  by  the  trial  court  in  reaching  its  ; 
findings  which  have  not  been  shown  to  be  clearly  erroneous. 

Plaintiff's   Knowledge  and  Her  Alleged  Participation  in  Trading  i 
Her  Account  Before  1955   (H.U.  Brief.   11-14) 

Although   defendants  fail  to  indicate  what  significance  they  ■ 
attach  to  this  section,  they  apparently  feel  it  bears  on  the  trial 
court's  findings  as  to  plaintiff's  lack  of  comprehension  and  as  to  > 
the  finding  (discussed  in  the  following  section)  that  Mr.  Wilder 
controlled  her  account. 

Aiany  of  defendants'  citations  are  simply  not  correct.  For  ex- 
ample, Mrs.  Hecht's  testimony  (R.T.  2518)  does  not  support 
defendants'  assertion  (H.U. Brief,  13)  that  she  bet  on  dog  or 
horse  races.  In  fact,  the  conclusion  to  be  drawn  is  directly  to  the 
contrary.  Nor  does  the  testimony  cited  (R.T.  2543,  2689)  by 
defendants  substantiate  their  claim  either  that  plaintiff's  husband 
"opposed  her  speculating  in  commodities"  or  that  she  "searched" 
the  newspapers  for  buys  (H.U.  Brief,  12-13). 

To  deal  with  all  of  defendants'  alleged  facts  in  this  manner 
would  not  only  be  wearisome  but  also  of  little  benefit  to  this 
Court.  Two  general  comments  are  appropriate: 

1.  The  trial  court  has  made  its  findings  and  to  reargue  the 
evidence  as  defendants  do  negates  the  function  of  the  clearly 
erroneous  rule. 

2.  All  of  these  alleged  facts  occurred  prior  to  1955  and  prior 
to  the  time  Mrs.  Hecht's  condition  and  situation  drastically 
changed  because  of  the  death  of  her  husband.  The  NASD  has 
recognized  that  what  transpired  before  1955  is  of  little  import 
(Opening  Brief  of  Bertha  Hecht,  Appendix  A,  pp.  12-13). 
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The  Relationship  Between  Plaintiff  and  Wilder  (H.U.  Brief,  14-17, 

86-91) 
CONTROL  OVER  THE  ACCOUNT 

This  section  is  primarily  directed  at  the  trial  court's  findings 

that  Mr.  Wilder  "controlled"  plaintiff's  account.  283  F.Supp.  at 

435. 

Defendants'  assertions  in  regard  to  the  question  of  control  are 

truly  remarkable  and  warrant  examination  in  some  detail.  They 

state  (H.U.Brief,  16-17) : 

"There  is  nothing  in  the  record  for  the  conclusion  that 
Wilder  recommended  the  amount  of  any  security  purchase 
or  the  sale  of  any  security.  There  is  nothing  in  the  record 
to  support  a  conclusion  that  all  or  most  of  his  recommenda- 
tions were  in  fact  followed.  The  sole  evidence  is  to  the 
contrary.  (R.  3576)." 

"[The  trial  court]  assumed,  contrary  to  the  fact,  that  there 
was  some  evidence  Wilder  determined  her  purchase  of  se- 
curities and  commodities.  It  did  not  find  Wilder  encouraged 
her  security  trading.  It  found,  without  evidence,  he  en- 
couraged her  commodity  trading  .  .  ." 

Merely  asserting  there  is  no  supporting  evidence  does  not  effec- 
tively challenge  the  trial  court's  findings  and,  in  any  event,  the 
record  amply  supports  them. 

In  response  to  the  question  whether  there  was  any  security 
transaction  that  he  "didn't  recommend  or  didn't  solicit  the  order 
from  Mrs.  Hecht",  Mr.  Wilder  replied  that  there  was  one  such 
security  (Ampex)  but  that  he  was  unable  to  "recall  any  others 
at  the  moment"  (R.T.  1541-1542).  The  following  questions  and 
answers  were  then  given: 

"Q.  And  would  you  generally  recollect  that  you  recom- 
mended and  solicited  the  order  for  all  other  stocks  in  her 
account  ? 

"A.  With  the  exception  [Ampex]  I  mentioned.  I  don't 
recall  at  the  moment.  There  may  have  been. 
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"Q,  "When  you  have  the  opportunity,  will  you  look 
through  those  pages  and  let  us  know  if  there  is  any  other 
ones  that  you  think  she — rather  than  you  initiated? 

"A.     Yes,  I  will." 

(R.T.  1542) 

The  "pages"  referred  to  were  those  kept  by  Mr.  Wilder  which 
listed  every  specific  security  transaction  in  plaintiff's  account  in 
detail. 

After  thinking  about  it  over  night,  Mr.  Wilder  was  able  to 
recall  only  one  additional  security  suggested  by  Mrs.  Hecht 
(R.T.  1658).  With  these  two  exceptions  then,  Mr.  Wilder  admit- 
tedly initiated,  solicited  and  recommended  every  one  of  the  1200- 
1400  securities  transactions  in  plaintiff's  account!  Moreover,  he 
admittedly  exercised  complete  discretion  in  effecting  transactions 
when  Mrs.  Hecht  was  in  the  hospital  or  on  a  trip  (R.T.  1179- 
1184,  1142-1143,  1129). 

As  to  the  commodities  transactions,  the  testimony  of  Mr.  Wilder 
is  equally  clear — he  initiated  and  recommended  every  single  trans- 
action. 

"Q.     You  recommended  the  purchase  of  all  these  [com- 
modities], didn't  you? 
"A.     I  believe  so. 

"Q.     And  she  followed  your  recommendations? 
"A.     Yes. 

"Q.  And  your  suggested  recommendation  and  advice 
was  with  respect  to  the  purchase  of  all  these  commodities 
that  I  have  listed  ? 

"The  Witness:     Yes. 

"Mr.   Finn:     Q.     Did  she   ever  refuse   to   follow  your 
recommendation  or  advice  ? 
"A.     Very  seldom. 

"Q.     When  was  any  such  occasion  that  you  can  recall? 
"A.     I  don't  recall  just  at  present.  I  just  have  the  memory 
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that  occasionally  and  very  seldom  my  suggestion  was  not 
followed." 

(R.T.  1436-1438) 

That  defendants,  in  the  face  of  this  testimony,  can  now  assert 
(H.U.  Brief,  16,  87)  that  there  is  nothing  in  the  record  support- 
ing the  conclusion  that  Wilder  recommended  almost  all  of  the 
security  and  commodity  transactions  is  startling. 

Equally  surprising  is  defendants'  claim  that  not  only  does  the 

record  not  support  the  conclusion  that  "all  or  most"   of  Mr. 

Wilder's  recommendations  were  in  fact  followed  but  that  the 

"sole  evidence  is  to  the  contrary  (R.  3576)"   (H.U.  Brief,  16). 

This  "sole"  evidence  consists  of  the  following  testimony: 

"Q.  Mr.  Wilder,  is  there  any  transaction  in  Mrs.  Hecht's 
account  at  Harris  Upham  that  you  can  definitely  tell  us  with- 
out reservation  was  not  discretionary .'' 

"A.  Every  time  I  called  her  and  got  orders  from  her, 
why,  they  were  not  discretionary.  And  I  called  her  every  day 
when  she  was  available. 

"Q.  Well,  you  initiated  the  orders,  didn't  you,  when  you 
asked  her  if  she  would  go  along  with  them  .^ 

"A.  We  talked  about  the  markets,  she  would  talk  about 
the  market  and  I  would  get  an  order  and  put  it  in. 

"Q.     Would  you  suggest  the  idea  to  her.? 

"A.  Sometimes  I  suggested  the  order,  sometimes  she 
suggested  what  she  wanted. 

"Q.     What  happened  most  of  the  time.? 

"A.     Most  of  the  time  I  made  the  suggestion. 

"Q.     And  most  of  the  time  she  followed  it? 

"A.     Yes. 

"Q.     Always  she  followed  it? 

"A.     Not  always. 

"Q.     How  often  didn't  she  ? 

"A.     I  don't  know." 

(R.T.  3576)  (emphasis  added) 
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Thus,  not  only  does  Mr.  Wilder  say  that  most  of  the  time  his  sug- 
gestions were  followed,  but  he  was  unable  to  recall  any  specific 
instance  when  his  suggestion  as  to  a  transaction  was  not  followed. 

Nor  was  this  testimony  the  "sole"  evidence.  Mr.  Wilder  earlier 
testified  that  it  was  "very  seldom"  that  his  recommendations  on 
commodities  were  not  followed  (R.T.  1438)  while  Mrs.  Hecht 
testified  she  did  not  know  what  was  being  done  with  her  accounts, 
unsuccessfully  seeking  an  explanation  from  Mr.  Wilder  (R.T. 
2702-2704,  2783). 

Finally,  defendants  assertion  that  the  trial  court  did  not  find 
that  "Wilder  encouraged  her  security  trading"  (H.U.  Brief,  17), 
cannot  be  squared  with  the  trial  court's  finding  that  "there  can  be 
no  doubt"  that  "the  volume  and  frequency  of  the  security  trading 
was  left  to  Wilder"  and  that  plaintiff  "did  not  insist  upon  trading 
in  any  particular  volume  or  with  any  particular  frequency."  283 
F.Supp.  at  435. 

PROPOSED  CUSTODY  ACCOUNT 

Defendants  contend  that  plaintiff  "admits  she  rejected  Wilder's 
recommendation  in  1956  to  put  half  her  capital  into  a  trust  ac- 
count" (H.U.  Brief,  l4).  The  record  actually  discloses  that  Mr. 
Wilder  suggested  a  custody  account  (Plaintiff's  Exhibit  101-D) 
which  is  no  more  than  a  coupon  clipping  account  where  a  bank 
holds  securities  for  safekeeping.  No  purchase  or  sale  is  effected 
except  upon  express  "receipt  of  instructions"  from  the  account 
holder  or  anyone  given  power  over  the  account.  Such  an  account 
is  not  in  any  shape,  manner  or  form  a  "trust  account."  Plaintiff's 
Exhibit  101-D. 

The  services  provided  by  the  bank  for  such  an  account — at  a  fee 
— are  provided  without  charge  by  a  stockbroker,  except  insofar 
as  commissions  are  charged  on  transactions  effected.  There  was, 
therefore,  no  benefit  to  be  derived  by  plaintiff  from  using  such  an 
account. 

Mrs.  Hecht  wanted  her  securities  to  be  handled  in  the  same 
manner  they  had  been  handled  by  her  husband  (R.T.  2388-2389, 
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2459,  2620-2621,  2682)— to  be  held  largely  intact  without  being 
sold  so  that  she  could  live  off  the  dividend  income  (R.T.  2954- 
2957,   1245-1250). 

Further,  it  is  clear  that  Mrs.  Hecht  did  not  understand  how 
either  the  proposed  custody  account  or  a  trust  account  would  oper- 
ate. She  thought  that  the  trust  could  decline  in  value  and  that  if 
her  securities  were  placed  in  a  trust  the  income  from  them  would 
not  be  available  to  her  to  live  on  (R.T.  2955,  3035-3036). 

MRS.  HECHT'S  TRUST  AND  CONFIDENCE  IN   MR.  WILDER 

As  to  Mrs.  Hecht's  trust  and  confidence  in  Mr.  Wilder  (H.U. 
Brief,  16-17),  Mr.  Wilder  testified  that  she  had  trust  and  con- 
fidence in  him  and  relied  on  his  judgment  (R.T.  1224,  1506). 
Mr.  Wilder's  attorney,  who  had  previously  represented  Mrs. 
Hecht,  testified  that  Mrs.  Hecht  thought  that  Mr.  Wilder  "was 
a  very  fine  man  and  an  excellent  broker  and  very  honest,  and 
that  he  was  doing  a  good  job  for  her"  (R.T.  999).  Mrs.  Hecht 
named  Mr.  Wilder  in  her  wills  as  a  legatee  and  described  him  as 
her  "friend  and  financial  advisor"  (R.T.  2413-2415,  988;  Mahoney 
Exhibits  1-3) .  That  Mr.  Wilder  completely  controlled  her  account 
is  also  indicative  of  Mrs.  Hecht's  trust  and  confidence  in  him. 

Mrs.  Hecht  testified  that  she  trusted  and  had  confidence  in  Mr. 
Wilder  until  March  1964  (R.T.  2924,  2926,  3024),  although  she 
did  fear  him.  This  fear  did  not  prevent  Mr.  Wilder  from  continu- 
ing his  control  over  her  and  her  account  and  it  is  apparent  that 
what  Mrs.  Hecht  meant  by  her  testimony  was  that  subconsciously 
she  felt  something  was  not  quite  right  but  she  attempted  to  sup- 
press these  feelings.  After  several  exhausting  days  of  testimony, 
Mrs.  Hecht  responded  as  follows  to  questions  from  the  court: 
"The  Court:  Now,  can  you  tell  us  when  you  first  came 
to  fear  [Mr.  Wilder]  ? 

"The  Witness:  The  first  I  felt  a  slight  fear  in  '55.  But 
then  afterwards  it  came  the  thought:  Well,  my  husband 
trusted  him  I  must  trust  him,  and  it  gave  me  the  idea  that  I 
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must  be  mistaken.  But  still,  somehow,  I  had  that  fear  against 
him,  but   felt  my  husband  trusted  him   so   I   must.   So  it 
wasn't  until  later  that  I  realized  that  I  was  right. 

"The  Court:     When  did  you  realize  you  were  right  in 
fearing  him? 

"The  Witness:     Well,  that  became  final  in  1964." 

(C.T.  3020) 

It  should  also  be  remembered  that  Mr.  Wilder  picked  up  all 
of  plaintiff's  account  papers  weekly  or  more  often  so  that  she  did 
not  have  them  to  show  to  anyone  who  might  help  her  (283  F.Supp. 
at  434)  and  that  her  schizophrenic,  passive  and  dependent  per- 
sonality (Opening  Brief  of  Bertha  Hecht,  8)  prevented  her  from 
raising  outward  objections  even  though  she  at  times  felt  uneasy 
with  Mr.  Wilder. 

It  is  clear  that  the  activity  in  plaintiff's  account  resulted  from 
Mr.  Wilder's  domination  of  Mrs.  Hecht.  He  was  assured  that 
whatever  he  did  would  not  meet  with  her  objection,  and  he  acted 
accordingly  to  further  his  own  interests  rather  than  hers.  Her 
securities  affairs  were,  as  the  trial  court  found,  entirely  left  in  Mr. 
Wilder's  hands  and  under  his  control.  283  F.Supp.  at  435. 

The  Court's  Findings  With  Respect  to  Plaintiff's  Knowledge  and 
"Laches,  Waiver  and  Estoppel"   (H.U.  Brief,   17-21) 

Defendants  contentions  regarding  estoppel,  waiver  and  laches 
are  discussed  infya,  pp.  60-74. 

Plaintiff's  Security  Trading  (H.U.  Brief,  21-23) 
Plaintiff's  Commodity  Trading  (H.U.  Brief,  23-25) 
Mrs.  Hecht's  Profits  and  Losses  (H.U.  Brief,  28-29) 
The  Losses  in  Commodity  Trading  ( H.U.  Brief,  29 ) 

These  sections  relate  to  the  issue  of  churning  and,  accordingly, 
are  discussed  under  that  heading.  See  infra,  pp.  38-51. 

Defendants'  Supervision  (H.U.  Brief,  25-26) 

The  topic  of  supervision  is  a  part  of  the  subject  of  the  liability 
of  Harris,  Upham  &  Co.  and  is  discussed  infra,  pp.  54-57. 
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Findings   by   the    Court   on    Evidence   Allegedly    Not   Admitted 
Against   Defendant   Harris,   Upham   &   Co.  and   "Itek"   and 
"Colonial"   (H.U.  Brief,  26-28) 

The  trial  court  did  not  exclude  the  evidence  relating  to  events 
prior  to  May  1,  1957  as  to  Harris,  Upham  &  Co.  Rather,  it  ruled 
that  "the  testimony  is  introduced  for  the  present  insofar  as  it  may 
affect  the  defendant  Wilder,  but  not  for  the  purpose  of  binding 
the  defendant  Harris,  Upham  or  Mejia  unless  the  Court  there- 
after rules  that  the  testimony  becomes  applicable"  (C.T.  2314). 
The  trial  court  explicitly  warned  that  it  might  later  rule  the  testi- 
mony was  binding  against  Harris,  Upham  &  Co.  (C.T.  2314- 
2315). 

Defendants'  counsel  were,  therefore,  required  to  cross-examine 
and  to  put  in  evidence  relating  to  this  period  if  they  so  chose.  They 
cannot  now  attempt  to  claim  surprise  or  prejudice  because  this 
evidence  is  referred  to  in  the  trial  court's  decision. 

Moreover,  as  to  the  commodities  account,  the  trial  court's  find- 
ings relating  to  the  churning  of  commodities  are  largely  based 
upon  the  facts  and  figures  of  the  activity  in  that  account  after 
May  1,  1957.  It  is  clear  from  these  figures  alone  that  defendants 
were  more  concerned  with  their  own  commissions  than  with  Mrs. 
Hecht's  needs  and  interests.  No  reference  to  the  period  before 
May  1,  1957  is  necessary  to  substantiate  the  court's  findings  in  this 
regard. 

The  Itek  and  Colonial  transactions  are  discussed  infra,  pp.  75-89. 

Commingling  of  Assets  (H.U.  Brief,  29-30) 

This  section  is  discussed  under  the  heading  of  the  court's  juris- 
diction over  commodities  transactions.  See  infra,  pp.  ll-'^l. 

Damages  (H.U.  Brief,  30-31) 

Plaintiff's  response  to  defendants'  comments  relating  to  the 
trial  courts  award  is  set  forth  infra,  pp.  89-99. 
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ARGUMENT  AND  RESPONSE  TO  DEFENDANTS'  ARGUMENTS 

I 

THE  TRIAL   COURT  PROPERLY   HELD   IT   HAD   JURISDICTION 
OVER  PLAINTIFFS  CLAIMS 

(H.U.  Brief.  35-41) 

Defendants'  contend  that  there  was  not  and  is  not  Federal 
subject  matter  jurisdiction  over  plaintiff's  claims.  Although  en- 
titled to  raise  this  issue  on  appeal,  defendants  confuse  the  issue 
by  adding  unrelated  and  disjointed  contentions  regarding  the 
form  of  the  pleadings  and  an  alleged  "deprivation"  of  their  right 
to  raise  lack  of  jurisdiction  prior  to  the  trial.  These  irrelevant 
issues  are  not  made  explicit  and  are  raised  only  by  innuendo.  This 
results  in  considerable  ambiguity  and  necessitates  setting  forth 
basic  principles  relating  to  pleading  and  jurisdiction  and  also 
requires  plaintiff  to  attempt  to  impose  order  upon  defendants' 
chaos. 

A. 

DEFENDANTS  WERE  GIVEN  EVERY  OPPORTUNITY  TO  RAISE,  AND  DID  RAISE. 
LACK  OF  JURISDICTION  AS  AN   ISSUE 

Subpoint  A  (H.U.  Brief,  35-36)  apparently  contends,  when 
placed  in  conjunction  with  earlier  assertions  (H.U.  Brief,  7),  that 
Harris,  Upham  &  Co.  was  deprived  of  its  right  to  raise  the  lack 
of  subject  matter  jurisdiction  it  now  alleges.  The  record  is  clearly 
to  the  contrary. 

Defendants'  answer  to  the  complaint  did  not  contain  lack  of 
jurisdiction  over  the  subject  matter  as  an  affirmative  defense  (C.T. 
18-24).  Nor  did  they  seek  to  amend  the  answer  to  include  this 
defense  or  make  a  formal  motion  to  dismiss  on  these  grounds 
(C.T.  231). 

On  January  28,  1967,  however,  defendants  filed  a  pre-trial 
statement  (thereafter  supplemented)  which  for  the  first  time 
asserted  that  the  case  should  be  dismissed  for  lack  of  jurisdiction 
and  for  a  failure  to  state  a  claim  upon  which  relief  could  be  based. 
The  Court  did  not  refuse  to  consider  these  matters,  as  Harris, 
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Upham  &  Co.  states  (H.U.  Brief,  7).  Rather,  Judge  Sweigert 
on  February  24,  1967  informed  the  parties  that  he  would  decline 
then  to  rule  on  whether  or  not  there  was  federal  jurisdiction  of 
the  subject  matter  but  would  consider  the  matter  further.  On 
March  16,  1967  Judge  Sweigert  declined  to  grant  a  motion  to 
dismiss  as  made  in  substance  and  effect  by  defendants'  pre-trial 
statements  and  advised  defendants  that  the  motion  should  proper- 
ly be  brought  in  the  Law  and  Motion  Department."* 

Defendants  initially  followed  this  advice  and  on  March  29, 
1967  served  on  plaintiff's  counsel  a  motion  to  shorten  the  time 
of  notice  for  a  hearing  on  a  motion  to  dismiss  and  for  summary 
judgment  and  in  which  they  set  forth  the  course  of  events  referred 
to  above.  Harris,  Upham  &  Co.,  however,  then  decided  for  its 
own  reasons  to  withdraw  this  motion  and  did  not  thereafter  file 
any  formal  motion  to  dismiss  in  the  Law  and  Motion  Department. 
(See  Exhibit  E  between  C.T.  pages  476  and  477). 

Further,  Judge  Sweigert  recognized  defendants'  right  to  raise 
the  defense  of  lack  of  jurisdiction  by  expressly  including  it  in  the 
Pre-Trial  Order  of  April  4,  1967  as  an  issue  (C.T.  363,  367,  370). 
On  April  25,  1967 — the  day  preceding  the  actual  commencement 
of  the  trial — Judge  Sweigert  heard  extensive  argument  from  coun- 
sel on  defendants'  motion  to  dismiss  for  lack  of  jurisdiction  and 
took  the  matter  under  submission  (R.T.,  April  25,  1967). 

At  the  close  of  plaintiff's  case  in  chief  arguments  on  this  motion 
were  again  heard  (R.T.  3640  et.  seq.).  The  trial  court  reserved 
decision  on  this  motion  until  the  close  of  all  the  evidence,  pursuant 
to  Rule  41(b)  of  the  Federal  Rules  of  Civil  Procedure  (R.T. 
4196-4197),  and  thereafter  denied  the  motion  (R.T.  4752, 
4754),^  holding  that  there  was  federal  jurisdiction  over  the  sub- 


4.  The  commencement  of  the  trial  had  been  set  for  April  24,  1967 
since  February  1967. 

5.  The  denial  of  the  motion  to  dismiss  by  the  trial  court  is  not  an  ap- 
pealable order.  American  Concrete  Agr.  Pipe  Ass'n.  v.  No-Joint  Con.  Pipe 
Co.,  331  F.2d  706,  709  (9th  Cir.  1964);  MCL  Film,  S.A.  v.  Ttventieth 
CenturyVox  Film  Corp.,  8  F.R.  Serv.  2d  12b.26,  Case  2  (9th  Cir.  1964). 
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ject  matter  of  the  action  under  the  Federal  Securities  Laws.  283 
F.Supp.  at  422. 

It  is  apparent,  therefore,  that  Harris,  Upham  &  Co.  was  given 
every  opportunity  to  raise  the  question  of  lack  of  jurisdiction  and 
that  the  trial  court  carefully  considered  its  jurisdiction.  The  ques- 
tion of  lack  of  jurisdiction  was  raised  prior  to  the  trial  even  though 
defendants  filed  no  formal  motion  and  was  also  considered  during 
the  trial.  Under  Rule  12(d)  of  the  Federal  Rules  of  Civil  Pro- 
cedure, even  had  defendants  filed  a  motion  the  hearing  and  de- 
termination of  it  could  have  been  deferred  until  the  trial.  Defend- 
ants certainly  are  in  no  position  to  complain  that  the  issue  of 
jurisdiction  was  not  decided  before  trial  since  they  chose  to  file 
no  formal  motion  to  dismiss  and  failed  to  raise  the  issue  of  juris- 
diction by  answer. 

B. 
JURISDICTION  WAS  ADEQUATELY  ALLEGED  BY  PLAINTIFF 

Defendants'  contentions  as  to  the  allegations  of  jurisdiction 
CH.U.  Brief,  35-39)  ignore  the  role  of  pleadings  in  the  federal 
Courts  and  the  role  of  a  motion  to  dismiss.  A  motion  to  dismiss  is 
iaot  designed  to  challenge  ambiguity,  indefiniteness  or  lack  of  par- 
ticularity in  pleadings,  although  defendants  believe  to  the  con- 
trary (H.U.  Brief,  35).  Harman  v.  Valley  Nat.  Bank  of  Arizona, 
339  F.2d  564,  567  (9th  Cir.  1964) ;  Bowles  v.  Wheeler,  152  F.2d 
34,  41  (9th  Cir.  1945),  cert,  denied,  326  U.S.  775  (1945). 

Plaintiff's  complaint  contains  much  more  than  a  "short  and 
plain"  statement  of  the  grounds  upon  which  the  courts'  juris- 
diction depends,  and  sets  forth  considerable  detail  of  fact  show- 
ing that  plaintiff  was  entitled  to  relief  (C.T.  1-11). 

A  complaint  is  sufficient  if  it  gives  the  defendant  fair  notice 
of  what  the  plaintiff's  claim  is  and  the  grounds  upon  which  it 
rests.  1  A  Barron  and  Holtzoff,  Federal  Practice  and  Procedure, 
§  255,  pp.  52-54.  This  approach  is  made  possible  by  "the  liberal 
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opportunity  for  discovery  and  the  other  pretrial  procedures  estab- 
lished by  the  Rules  to  disclose  more  precisely  the  basis  of  both 
claim  and  defense  and  to  define  more  narrowly  the  disputed 
facts  and  issues."  Conley  v.  Gibson,  355  U.S.  41,  47-48  (1957). 
Defendants  ignore  these  elementary  principles  and  allege  a 
failure  to  state  a  claim  for  relief,  ambiguity  and  other  shortcom- 
ings in  plaintiff's  pleadings  (H.U.  Brief,  35-39).  These  conten- 
tions are  irrelevant  to  the  issue  of  lack  of  jurisdiction  over  the 
subject  matter  and  should  not  be  considered  by  this  Court. 

c. 

THERE    IS    FEDERAL   JURISDICTION    OVER    A    CLAIM    THAT   A    SECURITIES 
ACCOUNT  HAS  BEEN  CHURNED 

In  spite  of  its  verbiage  and  irrelevancies,  defendants'  position  on 
jurisdiction  eventually  reduces  itself  to  the  bald  assertion  that 
churning  is  not  a  violation  of  the  Federal  Securities  laws  (H.U. 
Brief,  39-41). 

Defendants  cannot  plead  a  lack  of  notice  of  plaintiff's  claim 
of  churning  for  it  was  repeatedly  alleged  in  her  complaint  and 
Pre-Trial  Statements  (e.g.,  C.T.  5,  86,  207,  241).  In  fact,  de- 
fendants acknowledged  the  primacy  of  the  churning  claim: 

"Defendants  do  not  contest  the  right  to  jury  trial  to  the 
extent  that  damages  should  be  alleged  and  proved  proxi- 
mately resulting  from  a  fraudulent  'churning' ,  in  which  case 
her  damages  would  be  limited  to  the  excessive  amounts  of 
commission  paid."   (C.T.  341 )    (emphasis  added) 

Contrary  to  defendants'  assertion  that  churning  was  only  inci- 
dentally alleged  as  a  breach  of  trust  (H.U.  Brief,  5,  39),  churning 
was  alleged  both  separately  and  as  one  indication  of  defendants' 
breach  of  their  fiduciary  duties.  Even  if  it  had  been  alleged  as 
defendants  assert,  this  would  not  have  deprived  the  District  Court 
of  jurisdiction,  for  if  churning  is  a  violation  of  the  Federal  Securi- 
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ties  laws  then  regardless  of  how  pleaded  there  was  jurisdiction  to 
hear  the  case  on  the  merits.^ 

Moreover,  this  court  has  stated  that  jurisdiction  is  in  the  first 
instance  a  "question  of  fact  to  be  determined  by  the  trial  judge." 
Stacher  v.  United  States,  258  F.2d  112,  116  (9th  Cir.  1958).  In 
the  present  case  this  principle  is  applicable  to  the  trial  court's  find- 
ing that  the  suit  was  brought  for  violations  of  Section  10(b)  of 
the  Securities  Exchange  Act  and  Rule  lOb-5  (283  F.Supp.  at  442), 
rather  than  only  for  a  breach  of  trust  or  breach  of  contract  as  de- 
fendants claim  (H.U.  Brief,  5,  37).  Defendants  have  failed  to 
show  that  the  trial  court's  jurisdictional  finding  is  clearly  erroneous. 
We  respectfully  refer  the  Court  to  plaintiff's  discussion  of 
churning  and  the  many  authorities  there  cited  {infra,  p.  42) 
supporting  the  trial  court's  holding  that  churning  violates  Section 
10(b)  of  the  Securities  Exchange  Act  and  Rule  lOb-5  promul- 
gated thereunder. 

We  do  note  however,  that  this  Court  has  itself  twice  affirmed 
the  SEC's  revocation  of  a  broker's  registration  for  violating  Section 
10(b)  and  Rule  lOb-5  by  churning  customers'  accounts. 

Russell  L.  Irish,  SEC  Securities  Exchange  Act  Release  No. 
7687,  CCH  Fed.  Sec.  L.  Rep.,  para.  77,274  (1964- 
1966  Transfer  Binder),  aff'd  367  F.2d  637  (9th  Cir. 
1966),  cert,  denied,  386  U.S.  911  (1967) 
/.  Logan  &  Co.,  41  SEC  88  (1962),  aff'd  sub  nom.  Hersh  v. 
SEC,  325  F.2d  l47  (9th  Cir.  1963),  cert,  denied,  377 
U.S.  937  (1964) 

Certainly  defendants  are  required  to  demonstrate  in  what  way 
the  numerous  decisions  of  the  SEC  and  of  the  courts — including 
the  trial  court  here — are  wrong  in  holding  that  churning  violates 


6.  As  the  party  who  brought  suit,  plaintiff  is  "master  to  decide"  what 
law — federal  or  state — she  "will  rely  upon."  Matheson  v.  Armbrust,  284 
F.2d  670,  673-674  (9th  Cir.  I960). 


27 
the  Federal  Seairities  laws.  Instead  of  attempting  this  formidable 
task,  defendants  concentrate  on  alleged  deficiencies  of  plaintiff's 
pleading  of  churning  (H.U.  Brief,  41)  and  on  churning  actions 
founded  upon  Section  15  of  the  Securities  Exchange  Act  (H.U. 
Brief,  40)  rather  than  upon  actions  which,  as  in  the  present  case, 
are  based  upon  Section  10(b)  of  the  Securities  Exchange  Act, 
Rule  lOb-5  promulgated  thereunder  and  upon  Section  17(a)  of 
the  Securities  Act  of  1933."^ 

Because  defendants  neither  seriously  deal  with  churning  as  a 
violation  of  the  Federal  Securities  laws  nor  even  discuss  the 
many  cases  dealing  with  it,  the  trial  court's  determination  that 
there  was  jurisdiction  in  the  federal  courts  to  hear  plaintiff's 
claims  should  be  affirmed.  Clearly,  churning  is  a  violation  of  the 
Federal  Securities  laws  and  the  trial  court  rightly  heard  and  ruled 
on  the  merits  of  plaintiff's  churning  claim. 

II 

THE  TRIAL   COURT  PROPERLY   HELD   IT   HAD   JURISDICTION 

TO  CONSIDER  THE  COMMODITY  TRANSACTIONS 

EFFECTED  FOR  PLAINTIFF'S  ACCOUNT 

(H.U.  Brief.  41-45) 

The  trial  court's  holding  that  it  had  jurisdiction  to  deal  with 
the  commodity  transactions  in  plaintiff's  account  and  to  award 
damages  resulting  from  the  churning  of  commodities  (283  F, 
Supp.  at  437)  was  proper  and  should  be  affirmed. 


THE    COMMODITIES    AND    SECURITIES    WERE    COMMINGLED    AND    WERE 
PART   OF  A   SINGLE   FRAUDULENT   SCHEME 

The  commodity  transactions  effected  by  defendants  for  plain- 
tiff's account  were  properly  before  the  trial  court  for  they  are 


7.  One  of  the  two  cases  cited  by  defendants  relating  to  Section  15  ex- 
pressly holds  that  actions  which  are  barred  by  the  federal  statute  of  limita- 
tions applicable  to  that  Section  can  nevertheless  be  brought  under  Section 
10(b)  and  Rule  lOb-5  and  are  subject  to  the  applicable  State  statute  of 
limitations  for  fraud.  Maher  v.  J.R.  Williston  &  Beane,  Inc.,  280  F.  Supp. 
133.  142  (S.D.N.Y.  1967). 
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embraced  within  the  prohibition  of  Rule  lOb-5  forbidding  the 
direct  or  indirect  use  of  any  scheme  to  defraud  or  engaging  in  any^ 
act  or  course  of  business  which  operates  as  a  fraud  and  deceit 
''in  connection  with"^  the  purchase  or  sale  of  any  security.  It  is 
primarily  on  this  basis  that  the  trial  court  held  it  had  jurisdiction 
over  the  commodities  transactions  in  this  case.  283  F.  Supp.  at  437. 
That  the  trial  court's  holding  is  correct  is  convincingly  demon- 
strated by  a  comparison  of  the  present  case  with  Errion  v. 
Connell,  236  F.2d  447  (9th  Cir.  1956),  the  leading  precedent  in 
this  field. 

In  Errion,  the  defendants  misrepresented  the  value  of  oyster 
lands  to  induce  Mrs.  Connell  to  exchange  her  securities  and  other 
consideration  for  the  worthless  lands.  The  defendants  appealed 
from  the  trial  court's  decision  in  favor  of  the  plaintiff,  contending 
that  because  non-securities  were  involved  as  well  as  securities  there 
was  no  federal  jurisdiction  under  Section  10(b)  of  the  Securities 
Exchange  Act  and  Rule  lOb-5.  This  Court  disagreed  (236  F.2d 
at  454) : 

"We  are  of  the  opinion  that  the  Act  of  1934  was  designed  to 
cut  out  'sharp  practices'  and  fraudulent  schemes  involving 
securities,  and  the  fact  that  there  may  be  a  co-mingling  of 
securities  with  non-securities  in  the  scheme  does  not  oust  the 
United  States  District  Court  of  jurisdiction." 

Moreover,  this  Court  effectively  responded  to  Harris,  Upham 
&  Co.'s  present  contention  (H.U.  Brief,  42-44)  that  there  is  no 
jurisdiction — federal  or  pendent — over  the  commodities  transac- 
tions in  plaintiff's  account  (236  F.2d  at  454)  : 

"It  is  alleged  in  the  complaint  in  our  case,  and  the  trial  court 
found,  a  single  cause  of  action  involving  a  single  fraudulent 
scheme  to  defraud  Mrs.  Connell  of  her  property.  There  were 


8.  Cf.  A.T.  Bfod  &  Co.  v.  Perlotv,  375  F.2d  393,  396-397  (2d  Cir. 
1967). 

9.  Cf.  Commerce  Reporting  Co.,  Inc.  v.  Puretec,  Inc.,  CCH  Fed.  Sec. 
L.Rep.,  para.  92,252  (S.D.N. Y.  1968). 
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involved  two  types  of  property,  one  being  securities  over 
which  the  federal  court  had  jurisdiction,  and  the  other  non- 
securities  over  which  the  federal  court  normally  has  no  juris- 
diction. But  the  single  fraudulent  scheme  arising  out  of  the 
same  set  of  facts  encompassed  both  types  of  property.  The 
thought  of  requiring  two  law  suits  in  this  situation  is  unten- 
able. We  therefore  hold  that  the  trial  court  could  correctly 
award  damages  for  the  entire  fraudulent  scheme,  even  though 
non-securities  were  involved."-^" 

The  parallels  between  this  language  and  the  present  case  are 
obvious  and  telling.  Plaintiff  alleged  that  defendants  engaged  in 
a  single  fraudulent  scheme  and  practice  to  defraud  her  of  her 
property.  The  primary  means  of  effecting  this  scheme  was  to 
engage  in  both  securities  and  commodities  transactions  so  as  to 
generate  commissions  for  defendants  without  concern  for  plain- 
tiff's best  interests.  (C.T.  2-3,  6,  207-210,  241-245). 

The  trial  court  found  that  the  ''excessive  trading  of  plaintiff's 
account  by  Wilder  in  both  securities  and  commodities  did  con- 
stitute a  single  scheme."  283  F.Supp.  at  437  (emphasis  added). 
The  trial  court  also  found  that  Mr.  Wilder  induced  Mrs.  Hecht 
to  open  a  commodities  account  to  provide  an  additional  oppor- 
tunity for  generating  commissions  and  that  the  only  conceivable 
reason  Wilder  encouraged  plaintiff  to  enter  into  and  remain  in  the 
commodities  market  for  nearly  seven  years  was  to  benefit  himself 
by  generating  commissions.^^  283  F.Supp.  at  437. 


10.  Similarly,  in  Goodman  v.  H.  Hentz  &  Co.,  265  F.Supp.  440,  443- 
445  (N.D.  III.  1967)  federal  jurisdiction  was  upheld  where  there  was  a 
"single  fraudulent  scheme"  by  a  stockbroker  involving  misrepresentations 
concerning  both  the  plaintiffs'  securities  and  commodities  transactions. 

11.  The  lower  margin  requirements  in  effect  for  commodities,  as  com- 
pared to  securities,  means  the  volume  of  transactions  and  thus  the  commis- 
sions which  can  be  generated  from  the  same  amount  of  capital  is  corre- 
spondingly higher.  In  the  present  case,  while  $91,000  (including  $15,000 
mark-ups  on  riskless  over-the-counter  principal  transactions)  was  generated 
from  the  securities  account,  commissions  of  $98,000  were  taken  from  plain- 
tiff's commodities  account  on  transactions  of  a  total  market  value  of  over 
$89  million  (Plaintiff's  Exhibits  283,  292). 
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Both  Mrs.  Hecht  and  Mrs.  Connell  were  defrauded  out  of  their 
property  by  a  single  scheme  encompassing  both  securities  and  non- 
securities.^^  Both  were  defrauded  of  their  securities  because  of 
fraudulent  conduct  relating  to  non-securities.  The  "thought  of 
requiring  two  law  suits"  is  as  untenable  in  Mrs.  Hecht's  situation 
as  it  was  in  that  of  Mrs.  Connell. 

Defendants  cite  Sinva,  Inc.  v.  Merrill  Lynch,  Pierce,  Fenner  & 
Smith,  Inc.,  253  F.Supp.  359  (S.D.N. Y.  1966)  for  the  proposition 
that  a  commodity  future  is  not  a  security.  This  case,  however,  sup- 
ports plaintiff's  position  for  while  holding  that  a  sugar  futures 
contract  was  not  an  "investment  contract",  it  denied  a  motion  to 
dismiss  the  claim  under  Section  10(b)  because  there  was  a 
"further  claim  that  the  unauthorized  purchases  [of  commodity 
futures]  were  followed  by  a  conversion  of  $58,041.25  from  Sinva's 
New  York  security  account."  253  F.Supp.  at  367.  This  connection 
with  securities  was  sufficient  to  bring  the  commodities  transactions 
within  the  scope  of  Section  10(b)  and  Rule  lOb-5. 

Defendants  jail  to  consider  the  trial  court's  finding  of  a  single 
fraudulent  scheme  while  merely  denying — without  analyzing  the 
record  (H.U.  Brief,  29-30,  43) — that  the  trial  court  was  correct 
in  finding  that  the  securities  and  commodities  transactions  and 
plaintiff's  assets  in  these  two  accounts  were  inextricably  co- 
mingled.  283  F.Supp.  at  437. 

The  record  itself  is  clear  on  this  point.  Most  importantly,  as 
the  trial  court  notes  (283  F.Supp.  at  437),  the  commodities  trans- 
actions and  losses  of  $176,000  were  largely  financed  by  the  sale 
of  securities  and  the  transfer  of  the  resulting  funds  to  the  com- 
modities account  (Plaintiff's  Exhibit  263  (C.T.  423)). 

While  $245,000  was  transferred  in  this  manner  to  the  commodi- 
ties account,  only  $32,500  was  directly  deposited  by  plaintiff  into 
that  account  (C.T.  792),  the  opening  of  which  was  induced  by 

12.  Assuming  for  the  present  argument  that  commodities  are  not 
securities. 
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Mr.  Wilder  to  utilize  the  excess  of  Mrs.  Hecht's  dividend  income 
(R.T.  2400) .  These  transfers  were  authorized  by  the  margin  and 
loan  agreements  which  Harris,  Upham  &  Co.  required  plaintiff  to 
execute  and  such  transfers  were  made  without  plaintiff's  knowl- 
edge or  approval  (R.T.  2957)  and  some  were  made  when  plaintiff 
was  in  the  hospital  or  on  a  trip.  (C.T.  638-646) .  The  margin  and 
loan  agreement  also  pledged  both  commodities  and  securities  as 
security  for  any  amounts  owing  Harris,  Upham  &  Co.  Plaintiff's 
Exhibits  95,  96,  97. 

Defendant  Arthur  R.  Mejia  testified  that  securities  and  com- 
modity futures  are  handled  in  basically  the  same  way  insofar  as 
the  customer  is  concerned.  The  same  registered  representative 
handles  either  type  of  transaction  with  similar  confirmations  and 
monthly  statements  being  sent  to  the  customer  (R.T.  664-667). 

Further,  Mr.  Wilder  commingled  the  two  accounts  in  his  false 
summaries  which  purported  to  represent  Mrs.  Hecht's  overall 
investment  picture.  One  of  the  major  misrepresentations  made  in 
the  last  such  summary — that  of  March  29,  1963 — was  the  omis- 
sion from  the  summary  of  the  unrealized  losses  on  commodities 
then  in  the  account  of  over  $27,000,^^  which  amount  was  con- 
siderably increased  by  Mr.  Wilder's  selective  close-out  scheme. 
See  Opening  Brief  of  Bertha  Hecht,  26-32. 

It  is  apparent  that  the  commodities  account  was  an  integral  part 
of  the  means  used  by  Mr.  Wilder  to  defraud  plaintiff.  Because  her 
comprehension  of  commodities  was  "virtually  nil",  it  was  easier 
for  him  to  generate  commissions  through  the  commodities  account 
than  the  securities  account. 

Further,  as  Mr.  Wilder's  handling  of  plaintiff's  commodities 
account  went  totally  unsupervised  (see  mfra,  pp.  55-56) ,  his  fraud- 
ulent churning  of  plaintiff's  account  stood  far  less  chance  of  being 
detected  by  Harris,  Upham  &  Co.  when  effected  through  the  com- 


13.     The  Commodity  Exchange  Authority  calculates  this  figure  to  be 
$34,000.  Asa  v.  Wilder,  CEA  Docket  No.  154. 
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modities  account.  Had  the  excessive  activity  been  confined  to  plain- 
tiff's securities  account,  the  rate  of  activity  vv^ould  have  more  than 
doubled^^  and  possibly  raised  questions  from  Harris,  Upham  & 
Co.'s  supervisory  personnel — as  unconcerned  though  they  were 
about  supervision.  Far  safer  and  easier  for  Mr.  Wilder  to  spread 
his  generation  of  commissions  from  plaintiff  over  two  accounts — 
one  of  which  he  knew  his  superiors  entirely  ignored. 

The  effect  of  the  scheme  upon  Mrs.  Hecht  was  the  same  regard- 
less of  which  account  was  used,  for  both  accounts  were  composed 
of  her  securities  and  the  proceeds  of  those  securities.  The  conver- 
sion of  funds  intended  to  be  used  for  the  purchase  of  securities  or 
resulting  from  a  sale  of  securities  is  a  violation  of  the  Federal 
Securities  laws.-^^  It  is  no  less  of  a  violation  to  take  the  proceeds  of 
securities,  as  here,  and  misappropriate  them  through  taking  com- 
missions one  is  not  entitled  to.  Lorenz  v.  Watson,  258  F.Supp. 
724,731  (E.D.  Pa.  1966). 

The  commodities  transactions  and  commissions  were  effected 
and  generated  "w  connection  with"  the  purchase  and  sale  of 
securities  and  thus  fall  within  the  proscription  of  Rule  lOb-5. 


PLAINTIFF'S  COMMODITY  ACCOUNT  WAS  ITSELF  A  "SECURITY"  WITHIN 
THE   MEANING   OF  THE   FEDERAL  SECURITIES   LAWS 

A  commodities  account  which  is  managed  and  supervised  by 
a  broker  is  an  "investment  contract"  and  therefore  a  "security" 
within  the  meaning  of  Section  2(1)  of  the  Securities  Act  of  1933 
(15  U.S.C.A.  §77b(l)  and  Section  3(a)  (10)  of  the  Securities 
Exchange  Act  of  1934  (15  U.S.C.A.  §  78c (a)  (10)). 


14.  Based  upon  the  fact  that  commodity  commissions  totaled  $98,000 
whereas  commissions  and  mark-ups  on  securities  transactions  totaled 
$91,000. 

15.  Goodman  v.  H.  Hentz  &  Co.,  265  F.Supp.  440,  444-445  (N.D.  111. 
1967);  Sinva,  Inc.  v.  Merrill  Lynch,  Pierce,  Fenner  &•  Smith,  Inc.,  253  F- 
Supp.  359,  367  (S.D.N.Y.  1966);  Cooper  v.  North  Jersey  Trust  Co.  of 
N.J.,  226  F.Supp.  972,  978   (S.D.N.Y.  1964)    (and  cases  there  cited). 
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Maheu  v.  Reynolds  &  Co.,  282  F.Supp.  423,  426  (S.D.N.Y. 
1967) 

SEC  V.  Commodity  Brokerage  Company,  Inc.,  SEC  Litiga- 
tion Release  No.  3636  (W.D.  Pa.  1964)  (C.T.  465-464) 

Berman  v.  Orimex  Trading,  Inc.,  291  F.Supp.  701  (S.D. 
N.Y.  1968)  i« 

C£.  W.  J.  Abbott  &  Co.,  Inc.  v.  SEC,  276  F.Supp.  502, 
505-506  (W.D.  Pa.  1967) 

Anderson  v.  Francis  I.  duPont  &  Co.,  291  F.Supp.  705,  709 
(D.Minn.  1968): 

"It  is  clear  that  the  arrangements  that  plaintiffs  had  with 
Hench  were  more  nearly  that  of  a  'discretionary  account.' 
Hench  was  not  a  mere  means  of  purchasing  commodities  as 
in  Sinva.  He  was  in  complete  control  of  the  'investment 
program'  and  all  transactions  in  the  market  were  at  his  dis- 
cretion and  it  was  this  discretion  upon  which  the  plaintiffs 
relied.  Therefore,  these  instruments  are  not  taken  out  of  the 
jurisdiction  of  this  Court  by  the  Sinva  case." 

'laintiff's  commodities  account  was  completely  controlled  and 
operated  on  a  discretionary  basis  by  Mr.  Wilder  (see  supra,  pp. 
15-18) .  It  was,  therefore,  in  and  of  itself  a  security  over  which  the 
District  Court  had  jurisdiction. 

c. 

PLAINTIFF  HAD  AN  IMPLIED  RIGHT  OF  ACTION  UNDER  THE  COMMODITY 
EXCHANGE  ACT  TO  RECOVER  DAMAGES  RESULTING  FROM 
DEFENDANTS'  WRONGFUL  CONDUCT 

The  trial  court  recognized  (283  F.Supp.  at  437)  that  it  has  been 
held  that  violation  of  Section  4b  of  the  Commodity  Exchange  Act 
(7  U.S.C.A.  §  6b)  gives  rise  to  an  implied  right  of  action  for 
damages. 


16.  Decided  by  the  same  judge  who  decided  Sinva,  which  case  he  here 
distinguishes  because  of  the  7ietv  element  of  control  over  the  account  by 
the  broker. 
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Goodman  v.  H.  Hentz  &  Co.,  265  F.Supp.  440,  446-447 
(N.D.  111.  1967) 

Implied  rights  of  action  are  to  be  implied  unless  the  legislation 
evidences  a  contrary  intention. 

Brown  v.  Bullock,  194  F.Supp.  207,  224  (S.D.N.Y.  1961), 
aff'd  on  other  grounds,  294  F.2d  415  (2d  Cir.  1961); 
cited  in  Wheeldin  v.  Wheeler,  373  U.S.  647,  661,  662 
(1963)    (Brennan,  J.,  dissenting) 

It  is  appropriate  that  such  an  implied  right  of  civil  action  for 
defrauded  investors  in  commodities  be  recognized  for  one  of  the 
fundamental  purposes  of  the  Commodity  Exchange  Act  is  to 
"insure  fair  practice  and  honest  dealing  on  the  commodity  ex- 
changes" and  Section  4b  is  a  basic  part  of  the  Congressional  effort 
designed  to  achieve  that  purpose  (H.  Rep.  No.  421,  74th  Cong., 
1st  Sess.,  pp.  1,  5). 

Section  4b  specifically  provides  that  it  shall  be  unlawful  "in  or 
in  connection  with"  the  making  of  any  contract  of  sale  of  any 
commodity  future  for  or  on  behalf  of  any  person: 

(a)  "to  cheat  or  defraud  or  attempt  to  cheat  or  defraud 
such  person;" 

(b)  to  make  "any  false  report  or  statement"  to  such  per- 
son; or 

(c)  "willfully  to  deceive  or  attempt  to  deceive  such  person 
by  any  means  whatsoever"  in  regard  to  such  contract. 

These  prohibited  acts  are  made  crimes  by  Section  9  of  the  Act 
(7  U.S.C.A.  §  13)  and  their  violation  may  also  result  in  disciplin- 
ary proceedings  (7  U.S.C.A.  §  12a). 

The  similarity  of  the  language  and  structure  of  Section  4b  to 
that  of  Rule  lOb-5  is  striking.  Both  contain  three  subsections^'^ 
whose  prohibitions   extend   far  beyond  common  law  fraud  or 


17.     Section  4b  contains  a  fourth  subsection  not  here  important. 
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deceit — defendants'    assertion    to    the   contrary   notwithstanding 
(H.U.  Brief,  45). 

Section  4b  broadly  prohibits  cheating  or  deceiving  "by  any 
means  whatsoever"  and  the  breadth  of  this  prohibition  has  been 
emphasized  by  the  Commodity  Exchange  Authority  in  a  disci- 
plinary proceeding  brought  under  the  Commodity  Exchange  Act: 
"  'Cheat'  and  'defraud'  include  every  kind  of  trick,  device, 
artifice,  or  deception  from  false  representation  and  intimida- 
tion to  suppression  and  concealment  of  fact  or  information, 
used  for  the  purpose  of  depriving  another  of  his  property  or 
other  known  right  contrary  to  the  plain  rules  of  common 
honesty.  State  v.  Gerkh,  138  Conn.  292,  83  A.2d  488,  490; 
State  V.  Parker,  114  Conn.  354,  158  A.  797,  800. 

"  'It  is  established  law  that  acts  in  violation  of  the  fiduciary 
duties  of  an  agent  are  regarded  as  fraudulent.'  Ramey  v. 
Myers,  159  C.A.2d  82,  323  P.2d  805,  808.  Acts  which  tend 
to  violate  the  'fiduciary  obligation'  of  an  agent  to  a  principal 
'are  considered,  in  law,  as  "frauds  upon  confidence  be- 
stowed." '  Myers  v.  Ellison,  249  Ala.  367,  31  So.2d  353,  355. 
The  'vital  principle  [relating  to  agency]  is  good  faith;  with- 
out it  the  relation  of  principal  and  agent  cannot  exist;  and  so 
sedulously  is  this  principle  guarded,  that  all  departures  from 
it  are  esteemed  frauds  upon  the  confidence  bestowed.' 
Nagel  V.  Todd,  185  Md.  512,  45  A.2d  326,  328." 
In  Re  Douglas  Steen,  CEA  Docket  No.  104,  Decision  and 

Order  dated  October  11,  1962,  pp.  17  et  seq.  For  further 

extracts  see  C.T.  541-543. 

The  trial  court  found  that  defendants  defrauded  plaintiff  by 
"clearly  and  unfairly"  mishandling  her  account  "as  a  fiduciary" 
(283  F.Supp.  at  440)  and  by  having  "grossly  and  unfairly 
churned  her  account."  283  F.Supp.  at  436.  This  conduct  was  held 
by  the  trial  court  to  constitute  a  manipulative  device  or  contriv- 
ance, a  device  to  defraud  and  a  course  of  business  which  operates 
as  a  fraud  and  deception.  283  F.Supp.  at  433,  436. 
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These  findings  bring  the  case  squarely  within  the  statutory  lan- 
guage and  the  above  explanation  of  that  language.  Defendants' 
liability  for  the  commodities  transactions  should  also,  therefore, 
be  sustained  under  the  Commodity  Exchange  Act.-^^ 

D. 

A  COMMODITY  FUTURES  CONTRACT  IS  A  "SECURITY"  WITHIN  THE 
MEANING  OF  THE  FEDERAL  SECURITIES  LAWS 

This  Court  should  also  conclude  that  a  commodity  futures  con- 
tract is  a  "security"  within  the  meaning  of  former  Section  25,008 
of  the  California  Corporation  Code  and  is,  therefore,  a  "security" 
as  defined  by  the  Federal  Securities  laws  in  that  it  is  an  "instru- 
ment commonly  known  as  a  'security'"  (15  U.S.C.A.  §  78c(a) 
(10);  15  U.S.C.A.  §77b(l)). 

This  argument  has  been  developed  in  detail  in  Plaintiff's  Trial 
Memorandum  of  Law  (C.T.  533-538). 

E. 

THE  COMMODITIES  TRANSACTIONS  WERE  ALSO  EMBRACED  WITHIN 
THE  COURT'S  PENDENT  JURISDICTION 

Plaintiff  also  invoked  the  pendent  jurisdiction  of  this  Court 
over  the  commodities  transactions  as  part  of  her  claim  under 
California  law  for  breach  of  fiduciary  duty  (C.T.  461,  532-533). 

The  power  to  determine  pendent  claims  arises  whenever  there 
is  a  federal  claim  of  substance  and  both  claims  derive  from  a 
common  nucleus  of  operative  facts.  United  Aline  Workers  v. 
Gihhs,  383  U.S.  715,  721-729  (1966).  As  the  federal  and  state 
claims  of  plaintiff  substantially  overlap  and  basically  involve  a 
single  fraudulent  scheme  and  course  of  conduct,  there  was  pend- 


18.  Contrary  to  defendants'  position  that  for  violations  in  commodities 
"More  than  a  violation  of  Section  20(a)  would  be  needed  to  bind  Harris, 
Upham"  (H.U.  Brief,  45),  Section  2  of  the  Commodity  Exchange  Act 
(7  U.S.C.A.  §  4)  imputes  the  act  of  an  agent  within  the  scope  of  his 
employment  to  the  firm.  Goodman  v.  Hentz  &  Co.,  265  F.Supp.  440,  447 
(N.D.  111.  1967). 
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ent  jurisdiction  over  the  claim  of  plaintiff  that  effecting  unsuit- 
able and  excessive  commodities  transactions  for  her,  breached 
defendants'  fiduciary  duties  and  obligations  owed  to  plaintiff. 
Twomey  v.  M'ltchum,  Jones  &  Templeton,  Inc.,  262  A.C.A.  759 
(1968). 

Because  of  the  many  common  issues  relating  to  plaintiff's  claims 
regarding  securities  and  commodities — e.g.,  plaintiff's  needs  and 
objectives,  her  relationship  to  Mr.  Wilder,  the  manner  in  which 
the  account  was  operated,  the  intention  of  defendants  to  generate 
commissions — the  present  case  is  one  in  which  it  "would  ordi- 
narily be  expected"  that  all  of  the  claims  be  tried  in  one  judicial 
proceeding.  United  Mine  Workers  of  America  v.  Gihbs,  383  U.S. 
715,  725  (1966). 

See  also,  Errion  v.  Connell,  236  F.2d  447,  454  (9th  Cir.  1956) ; 
Taussig  V.  Wellington  Fund,  Inc.,  313  F.2d  472,  475-476  (3rd 
Cir.  1963) : 

"The  leading  cases  on  pendent  jurisdiction  hold  that  an 
actual  right  to  relief  under  some  federal  statute  need  not 
be  established  to  justify  adjudication  of  the  merits  of  a 
coupled  common-law  claim,  .  .  .  The  common  law  claim 
must  be  dismissed  only  if  the  coupled  federal  contention  is 
'plainly  unsubstantial  either  because  obviously  without  merit, 
or  "because  its  unsoundness  so  clearly  results  from  the  pre- 
vious decisions  of  this  court  as  to  foreclose  the  subject  and 
leave  no  room  for  the  inference  that  the  questions  sought 
to  be  raised  can  be  the  subject  of  controversy." 

Plaintiff's  claim  of  securities  churning  is  obviously  not  "plainly 
unsubstantial"  so  that  pendent  jurisdiction  over  the  commodities 
transactions  would  here  have  been  appropriate. 

For  all  of  the  foregoing  and  alternative  reasons,  the  trial  court's 
assumption  of  jurisdiction  over  the  commodities  transactions  in 
plaintiff's  accounts  should  be  affirmed. 
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III 
THE  TRIAL  COURT  PROPERLY  FOUND  THAT  PLAINTIFFS  AC- 
COUNT   HAD    BEEN    CHURNED    IN    VIOLATION    OF   THE 
FEDERAL  SECURITIES  LAWS 

(H.U.  Brief.  21-25.  28-29.  39-41.41-63) 

From  the  outset  of  this  litigation,  plaintiff's  primary  claim 
against  defendants  has  been  that  they  "churned"  her  account  in 
violation  of  the  Federal  Securities  laws.  It  is  largely  upon  this 
claim  that  the  trial  court's  decision  is  based. 

Defendants  challenge  (H.U.  Brief,  2,  39,  41,  51-52)  what  the 
SEC  and  this  and  other  courts  have  repeatedly  accepted — that 
churning  violates  the  Federal  Securities  laws.  Such  a  challenge  is 
demonstrably  without  merit. 

A. 

RULE  10b-5  BROADLY  PROHIBITS  ANY  TYPE  OF  MANIPULATIVE 
OR   DECEPTIVE  DEVICE 

Rule  lOb-5  makes  unlawful  all  fraudulent  activity  regardless 
of  "whether  the  artifices  employed  involve  a  garden  type  variety 
of  fraud,  or  present  a  unique  form  of  deception."  A.  T.  Brod  & 
Co.  V.  Perlow,  375  F.2d  393,  397  (2d  Cir.  1967).  See  also,  Ellis 
V.  Carter,  291  F.2d  270,  274  (9th  Cir.  1961);  Bromberg,  Securities 
Law:  Fraud— SEC  Rule  lOb-5  (McGraw-Hill  1967),  pp.  14-58. 

Defendants  misconstrue  Rule  lOb-3  when  they  assert  that  it  is 
li?nited  to  cases  of  jnisre presentation  or  misleading  omission 
(H.U.  Brief,  53).  While  subsection  2  does  require  a  material 
misrepresentation  or  a  misleading  omission,  the  other  two  subsec- 
tions of  the  Rule  do  not.  Mac  Robbins  &  Co.,  Inc.,  41  SEC  116, 
117-118  (1962). 

Even  total  silence  violates  Rule  lOb-3  when  a  broker-dealer 
has  a  duty  to  disclose.  Cady,  Roberts  &  Co..  40  SEC  907,  910-917 
(1961).  See  also,  Cochran  v.  Channing  Corporation,  211  F.  Supp. 
239,  243  (S.D.N.Y.  1962)  ;  Brennan  v.  Midwestern  United  Life 
Ins.  Co.,  259  F.Supp.  673,  681-682  (N.D.  Indiana  1966). 
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The  Federal  Securities  laws  are  in  large  part  directed  at  un- 
ethical practices  of  broker-dealers  and  impose  upon  them  stan- 
dards of  conduct  the  violation  of  which  is  cause  both  for  disci- 
plinary proceedings  by  the  SEC  and  private  actions  for  damages. 

Stockbrokers  generally — and  defendants  here  particularly  be- 
cause of  the  special  relationship  between  Mr.  Wilder  and  Mrs. 
Hecht — are  in  a  fiduciary  relationship  to  their  customers  and  they 
impliedly  represent  that  they  will  deal  fairly  and  honestly  with 
them. 

The  Securities  Exchange  Act  is  more  than  "a  disclosure  act" 
(H.U.  Brief,  98)  since  it  sets  up  standards  of  behavior  and  regu- 
lates conduct.  The  SEC  has  interpreted  the  congressional  intent 
as  having  been  to  create  "broad  remedial  provisions  aimed  at 
reaching  misleading  or  deceptive  activities."  Cady,  Roberts  &  Co., 
40  S.E.C.  907,  910  (1961).  In  any  event,  defendants  failed  in 
their  duty  to  disclose. 

Rule  lOb-5  creates  a  duty  in  investment  brokers  to  disclose 
which  arises  from  their  fiduciary  relationship  with  clients. ^^  The 
"courts  have  imposed  on  a  fiduciary  an  affirmative  duty  of  "utmost 
good  faith,  and  full  and  fair  disclosure  of  all  material  facts,'  as 
well  as  an  affirmative  obligation  'to  employ  reasonable  care  to 
avoid  misleading'  his  clients."  SEC  v.  Capital  Gains  Research 
Bureau,  Inc.,  375  U.S.  180,  194  (1963).  A  fiduciary  must  disclose 
all  facts  which  he  "should  realize  have  or  are  likely  to  have  a 
bearing  upon  the  desirability  of  the  transaction  from  the  view- 
point of  the  principal."  Restatement  {Second)  of  Agency,  §  390, 
comment  a  at  209  (1957).  Cf.  Hughes  v.  SEC,  174  F.2d  969,  976 


19.  "Rule  lOb-5  fiduciary  duties  usually  arise  in  two  distinct  factual 
contexts:  the  duty  of  officers  or  directors  to  corporations,  and  the  duty  of 
investment  brokers  and  advisors  to  their  clients.  The  courts  have  generally 
been  most  expansive  in  their  application  of  lOb-5  to  brokers  and  advisors 
since  the  reflation  was  most  obviously  directed  at  these  parties.  See,  e.g., 
O'Neill  V.  Maytag,  339  F.2d  764,  769  (2d  Cir.  1964).  Fraud  is  often 
given  a  special  meaning  in  actions  against  investment  specialists,  without 
common  law  limitations  being  applied."  Comment,  Fiduciary  Suits  Under 
Rule  lOb-5,  1968  Duke  L.J.  791,  792,  n.  7.  See  also,  Moscarelli  v.  Stamm, 
288  F.Supp.  453,  457-458  (E.D.N. Y.  1968). 
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(D.C.  Cir.   1949).  As  the  court  below  noted,  Wilder  failed  in 
his  duty  "to  frankly  and  fairly  explain"  to  Mrs.  Hecht,  as  "a 
naive  customer  dependent  upon  Wilder  and  on  Harris,  Upham" 
"basic  considerations"  regarding  her  account.  283  F.Supp.  at  434. 

Defendants  were  obligated,  therefore,  not  only  to  refrain  from 
churning  and  otherwise  improperly  handling  plaintiff's  account, 
but  also  to  disclose  to  her  that  the  management  of  her  account 
was  unsuitable  in  view  of  her  investment  requirements. 

Defendants  incorrectly  contend  that  they  cannot  be  held  to 
have  violated  the  Federal  Securities  laws  because  neither  deception 
nor  non-disclosure  were  found  by  the  trial  court  (H.U.  Brief, 
33,  54).  Even  if  deception  is  a  necessary  element  of  a  Rule  lOb-5 
action,  deception  is  not  restricted  to  common  law  deceit  but  "may 
take  the  form  of  nonverbal  acts"  (O'Neill  v.  Maytag,  339  F.2d 
764,  768  (2d  Cir.  1964))  and  deception  is  inherent  in  a  claim 
of  churning.  Lorenz  v.  Watson,  258  F.Supp.  724,  731-732  (E.D. 
Pa.  1966) ;  Moscarelli  v.  Stamm,  288  F.Supp.  453,  458  (E.D.  N.Y. 
1968).  See  also,  Hartwell  Corp.  v.  Bumh,  345  F.2d  453,  456  (9th 
Cir.  1965). 

Further,  the  trial  court  did  find  non-disclosure  of  a  number  of 
"basic  considerations"  and  also  concluded  that  the  excessive  trad- 
ing of  plaintiff's  account  constituted  a  fraud  and  deception  upon 
plaintiff  in  violation  of  the  Federal  Securities  laws.  283  F.Supp. 
at  432-433,  436. 

It  is  clear,  therefore,  that  not  even  considering  the  misrepre- 
sentations and  omissions  plaintiff  alleged  (C.T.  650-663,  695- 
710),  her  claims  and  the  findings  of  the  trial  court  established 
violations  encompassed  by  Rule  lOb-5. 

B. 
CHURNING  IS  A  VIOLATION  OF  THE  FEDERAL  SECURITIES  LAWS 

Churning  is  "excessive  trading  for  the  purpose  of  producing 
commissions  rather  than  acting  on  behalf  of  one's  client"  {Lorenz 
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V.  Watson,  258  F.Supp.  724,  733,  731  (E.D.  Pa.  1966))  and 
occurs  whenever  a  stockbroker  "who  is  in  a  position  to  determine 
the  volume  and  frequency  of  transactions"  in  a  customer's  account 
abuses  his  position  "for  personal  gain  by  frequent  and  numerous 
transactions  disproportionate  to  the  investment  in  the  account." 
Moscarelli  v.  Stamm,  288  F.Supp.  453,  457  (E.D.N.Y.  1968). 

The  trial  court  stated  that  churning  "essentially  involves  a  bad 
faith,  fraudulent  purpose  of  the  broker  to  derive  profit  for  him- 
self by  disregarding  the  interests  of  his  customer."  283  F.Supp. 
at  433.  See  also,  Irish  v.  SEC,  367  F.2d  637,  638  (9th  Cir.  1966)  .^^ 

The  judicial  authorities  supporting  the  trial  court's  conclusion 
that  churning  violates  the  Federal  Securities  laws  are  numerous.^^ 


20.  Contrary  to  defendants'  assertion  that  the  term  "churning"  is  not 
itself  used  in  any  rule  or  regulation  (H.U.  Brief,  51),  Rule  260.216.5 
promulgated  under  the  California  Corporate  Securities  Law  of  1968  reads 
as  follows: 

"Churning.  The  phrase  'manipulative,  deceptive,  or  other  fraudu- 
lent scheme,  device,  or  contrivance'  .  .  .  include[s}  any  act  of  any 
broker-dealer  or  agent  designed  to  effect  with  or  for  any  customer's 
account  with  respect  to  which  such  broker-dealer  or  his  agent  or 
employee  is  vested  with  any  discretionary  power,  or  ivith  respect  to 
xvhich  he  is  able  by  reason  of  the  customer's  trust  and  confidence  to 
inpience  the  volume  and  frequency  of  the  trades,  any  transactions 
of  purchase  or  sale  which  are  excessive  in  size  or  frequency  in  view 
of  the  financial  resources  and  character  of  such  account."  (emphasis 
added) 

21.  Defendants  refer  (H.U.  Brief,  54)  to  Nash  v.  f.  Arthur  Warner 
&  Co.,  137  F.Supp.  615  (D.Mass.  1955)  and  Carr  v.  J.  Arthur  Warner  & 
Co.,  137  F.Supp.  611  (D.Mass.  1955). 

In  those  cases,  the  court  denied  recovery  to  "hard-headed"  and  sophis- 
ticated customers  with  business  experience  who  alleged  unlawful  churning 
of  their  accounts.  The  Nash  case  involved  four  members  of  the  same 
family  who  were  quite  aware  of  the  transactions  effected  for  their  account 
and  to  whom  no  false  representations  of  any  kind  were  made.  The  plain- 
tiff in  Carr  was  "fully  competent"  and  "fully  advised"  and  the  court 
expressly  found  no  breach  of  duty. 

Apparently  no  proof  was  presented  nor  claim  made  that  the  commis- 
sions generated  by  the  alleged  over-trading  were  of  such  magnitude  that 
the  firm's  management  was  put  on  notice  of  the  alleged  impropriety.  Nor 
does  it  appear  that  any  claim  was  made  based  on  a  failure  to  supervise  or 
breach  of  fiduciary  duty. 
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Lorenz  v.  Watson,  258  F.Supp.  724,  730-731    (E.D.  Pa. 

1966) 
Moscarelli  v.  Stamm,  288  F.Supp.  453,  457-458  (E.D.N.Y. 

1968) 
Weiser  v.  Schwartz,  CCH  Fed.  Sec.  L.  Rep.,  para.  92,286 

(E.D.  La.  1968) 
Newkirk  v.  Hayden,  Stone  &  Co.,  CCH  Fed.  Sec.  L.  Rep., 

para.  91,621  (S.D.  Calif.  1965)'' 
Stevens  v.  Abbott,  Proctor  &  Paine,  288  F.Supp.  836,  845- 

847  (E.D.  Va.  1968) 
Leonard  v.  Colton,  CCH  Fed.  Sec.  L.  Rep.,  para.  92,284 

(E.D.  N.Y.  1968) 
Hersh  v.  SEC,  325  F.2d  l47   (9th  Cir.  1963)    (affirming 

/.  Logan  &  Co.,  4l  SEC  88  (1962) 
R.  H.  Johnson  &  Co.  v.  SEC,  198  F.2d  690  (2d  Cir.  1952) 
See  generally,  Comment,  Churning  by  Securities  Dealers, 

80  Harv.  L.  Rev.  869  (1967) 


The  Securities  Exchange  Commission  has  said  of  these  cases  that:  "The 
judgment  appears  to  have  rested  in  large  part  on  the  court's  conclusion  of 
fact  that  the  customers,  rather  than  the  securities  firm  involved,  were 
responsible  for  the  degree  of  activity  in  the  account."  SEC  22nd  Ann. Rep., 
1956-1957,  p.  125   (emphasis  added) 

These  cases  present  unique  fact  situations  and  are  not  here  useful 
guides  nor  reliable  precedents.  Moreover,  shortly  after  these  civil  cases 
had  been  decided,  in  the  only  recorded  criminal  action  under  the  Federal 
Securities  laws  involving  the  fraudulent  churning  of  customers'  accounts, 
the  same  J.  Arthur  Warner  &  Co.  defendants  pleaded  guilty,  were  fined 
and  received  suspended  prison  sentences.  United  States  v.  f.  Arthur 
Warner  &  Co.,  (D.  Mass.)  SEC  Litigation  Releases  Nos.  910  (April  27, 
1955),  920  (June  10,  1955).  Cf.  SEC  21st  Annual  Report  1955-1956, 
p.   109. 

22.  This  case  was  decided  under  both  Section  17(a)  of  the  Securities 
Act  and  Rule  15cl-7  and  not — as  defendants  claim — exclusively  under 
Rule  15cl-7  (H.U.  Brief,  55). 
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In  defining  and  formulating  the  principles  of  churning,  the 
above  decisions  have  in  part  relied  upon  SEC  decisions  and  SEC 
Rule  15cl-7.  This  rule  prohibits  effecting  for  a  customer's  account 
over  which  the  broker  has  discretionary  power  "any  transactions 
of  purchase  or  sale  which  are  excessive  in  size  or  frequency  in 
view  of  the  financial  resources  and  character  of  such  account." 
A  similarly  worded  prohibition  is  contained  in  Rule  435  of 
the  New  York  Stock  Exchange  and  Section  15(a)  of  the  NASD 
Rules  of  Fair  Practice  (See  Appendix  C  p.  16-17,11  infra)  and  the 
NASD  Board  of  Governors  has  also  expressly  stated  that  "exces- 
sive activity  in  a  customer's  account,  often  referred  to  as  'churning' 
or  'overtrading'  "  violates  a  broker's  "fundamental  responsibility 
for  fair  dealing."  NASD  Manual,  p.  2051  (Plaintiff's  Exhibit 
295).'^ 

The  SEC  has  repeatedly  held  that  churning  by  a  broker  is  con- 
duct which  violates  Section  17(a)  of  the  Securities  Act,  Section 
10(b)  of  the  Securities  Exchange  Act,  and  Rule  lOb-5. 

Paine,  Webber,  Jackson  &  Curtis,  SEC  Securities  Exchange 

Act  Release  No.  8500  (January  22,  1969) 
hooper  and  Company,  38  SEC  294  (1958) 
R.  H.  Johnson  &  Co.,  33  SEC  180  (1952) 
R.  H.  Johnson  &  Co.,  36  SEC  467  (1955) 
First  Securities  Corporation,  SEC  Securities  Exchange  Act 

Release  No.  6497  (March  20,  I96I) 
Reynolds  &  Co.,  39  SEC  902  (i960) 

Shearson,  Hammill  &  Co.,  CCH  Fed.  Sec.  L.  Rep.,  para. 
77,306  (1964-1966  Transfer  Binder,  November  12, 
1965),  pp.  82,531-82,534 

23.  That  the  New  York  Stock  Exchange  prohibits  churning  refutes 
defendants'  facile  contention  that  churning  cannot  occur  with  listed  trans- 
actions (H.U.  Brief,  40).  The  "vice"  of  churning  is  not  simply  the  ""cost" 
of  mark-ups  or  commissions  but  rather  that  it  disregards  the  customer's 
best  interests.  The  question  of  what  damages  result  from  this  improper 
conduct  is  a  separate  one,  although  it  is  clear  that  there  can  be — and  here 
were — damages  going  far  beyond  the  "cost"  of  the  commissions  paid  by 
the  customer. 
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E.  H.  Rollins  &  Sons,  Inc.,  18  SEC  347,  380-382  (1945) 
N orris  &  Hirschberg,  Inc.,  21  SEC  865,  894  (1946) 
Behel,  Johnsen  &  Co.,  26  SEC  163  (1947) 
/.  Logan  &  Co.,  41  SEC  88  (1962) 

This  wealth  of  authorities  amply  supports  the  trial  court  con- 
clusion that  churning  is  a  manipulative  device  and  contrivance, 
a  device  to  defraud,  and  a  practice  and  course  of  business  which 
operates  as  a  fraud  and  thus  conduct  which  is  prohibited  by  Sec- 
tion 10(b)  and  Rule  lOb-5.  283  F.Supp.  at  433."* 

c. 

THE  TRIAL  COURT'S  FINDINGS  OF  CHURNING  ARE  NOT 
CLEARLY  ERRONEOUS 

The  trial  court  properly  recognized  (283  F.Supp.  at  435)  that 
the  determination  of  whether  an  account  has  been  churned  is  one 
of  fact.  First  Securities  Corporation,  SEC  Securities  Exchange  Act 
Release  No.  6497  (March  20,  1961),  p.  3.  Churning  is  composed 
of  two  primary  elements:  (l)  control  or  power  over  the  account 
by  the  broker;  and  (2)  a  degree  of  activity  inconsistent  with  the 
customer's  requirements  which  indicates  the  broker's  intention  to 
derive  profit  for  himself  by  disregarding  the  interests  of  his  cus- 
tomer. Defendants  have  failed  to  demonstrate  that  the  trial  court's 
findings  as  to  either  of  these  elements  was  clearly  erroneous. 

1.      THE  TRIAL  COURT  PROPERLY  FOUND  THAT  MR.  WILDER  CONTROLLED 
THE  ACCOUNT 

To  establish  liability  for  churning  it  is  not  necessary  to  show 
a  formal  discretionary  account.  All  that  need  be  demonstrated 
is  that  the  broker  controlled  or  had  power  over  the  account  and 


24.  Churning  also  violates  the  fiduciary's  duties  owed  by  defendants  to 
plaintiff  under  the  law  of  California  (Twomey  v.  Mitchum,  Jones  & 
Templeton,  Inc.,  262  A.C.A.  759  (1968))  and  was  asserted  as  a  part 
of  plaintiff's  pendent  claim  and  thus  properly  before  the  trial  court  although 
it  failed  to  rule  on  it.  Cf.  13  Cal.Jur.2d,  Courts  §  108.  See  Opening 
Brief  of  Bertha  Hecht,  55-59. 
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the  activity  in  it.  N orris  &  Hirschberg,  Inc.,  21  SEC  865,  890 
(1946);  Moscarelli  v.  Stamm,  288  F.Supp.  453,  457  (E.D.N. Y. 
1968);  E.  H.  Rollins  &  Sons,  Inc.,  18  SEC  347,  380  (1945); 
Comment,  Churning  by  Securities  Dealers,  80  Harv.  L.  Rev.  869, 
871-874  (1967). 

The  trial  court  here  found  that  Mr.  Wilder  and  Harris,  Upham 
and  Co.  controlled  plaintiff's  account  and  were  responsible  for  the 
excessive  volume  and  frequency  of  transactions  in  it.  283  F.Supp. 
at  435.  Defendants'  only  response  to  this  finding  is  to  simply 
assert  that  it  is  not  supported  by  the  evidence  (H.U.  Brief,  57).^^ 
This  does  not  efiFectively  challenge  the  finding  which,  in  any  event, 
is  amply  supported  by  the  record.  (See  supra,  pp.  15-18;  Open- 
ing Brief  of  Bertha  Hecht,  12-16;  Plaintiff's  Trial  Memorandum 
ofFact(C.T.  611-612)). 

2.      DEFENDANTS  ACTED    IN    BAD   FAITH   TO   PROFIT  THEMSELVES  WHILE 
DISREGARDING  MRS.  HECHT'S  INTERESTS 

The  determination  of  "whether  or  not  excessive  trading  has 
occurred  in  a  particular  case  must  be  based  largely  on  the  financial 
situation  of  the  customer  involved."  First  Securities  Corporation, 
SEC  Securities  Exchange  Act  Release  No.  6497  (March  20,  1961), 
P-3. 


a.      Defendants  Were  Obligated  to  Treat  Plaintiff's  Account  As  An  Investment 
Account 

Mrs.  Hecht' s  situation  and  needs  required  that  her  account  be 
handled  as  an  investment  account  and  defendants  were  obligated 
to  so  treat  it. 

25.  It  is  a  non  sequitur  to  state,  as  defendants  do,  that  the  account 
could  not  be  discretionary  because  Harris,  Upham  &  Co.  does  not  accept 
discretionary  accounts  (H.U.  Brief,  57).  By  the  same  reasoning,  Harris, 
Upham  &  Co.  could  never  commit  any  of  the  wrongs  its  supervisory 
rules  prohibit. 
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Mrs.  Hecht  was  an  elderly  widow  of  failing  faculties  whose 
sole  source  of  income  was  the  dividends  received  on  her  portfolio 
(R.T.  1898) .  It  was  her  intention  to  live  off  the  dividend  income 
received  on  her  securities.  The  securities  were  not  to  be  sold  as 
they  had  been  in  the  Hecht  family  for  many  years  and  the  account 
was  to  be  managed  on  the  same  investment  basis  as  her  personal 
account  at  Walston  &  Co.  had  been  managed  by  Mr.  Hecht  and 
the  Walston  registered  representative.  (R.T.  2388,  2459,  2620- 
2621,  2683,  2685,  2954-2957,  2975;  C.T.  684-687). 

When  the  customer  is — as  Mrs.  Hecht  was — elderly,  dependent 
on  the  income  from  the  investments  and  completely  reliant  upon 
her  broker  for  advice,  the  duty  of  the  broker  under  the  Federal 
Securities  laws  is  to  treat  the  account  as  an  investment  account. 
Fmt  Securities  Corporation,  SEC  Securities  Exchange  Act  Release 
No.  6497  (March  20,  1961),  p.  3.  See  also,  Behel,  ]ohnsen  &  Co., 
26  SEC  163,  165  (1947);  Powell  &  McGowan,  Inc.,  41  SEC 
933,  935  (1964);  Norris  &  Hirshberg,  Inc.,  21  SEC  865,  890-891 
(1946). 

Further,  there  was  here  the  special  fiduciary  relationship  be- 
tween Mr.  Wilder  and  Mrs.  Hecht  which  increased  his  and  his 
employer's  duties  to  fairly  deal  with  Mrs.  Hecht.  SEC  v.  Capital 
Gains  Research  Bureau,  375  U.S.  180,  193-194  (1963).  Mr. 
Wilder  and  Harris,  Upham  &  Co.  also  agree  that  a  stockbroker 
owes  to  any  customer  the  obligation  of  undivided  loyalty  which 
requires  that  he  know  the  essential  facts  about  the  customer  and 
make  certain  that  any  recommendations  are  suitable  for  the  cus- 
tomer in  light  of  his  financial  situation  and  needs  (R.T.  2139- 
2141,  469-470,  473;  Plaintiff's  Exhibit  13;  C.T.  673-674). 

In  the  context  of  the  present  case,  defendants  were — as  the 
NASD  has  explicitly  stated  (Opening  Brief  of  Bertha  Hecht, 
Appendix  A,  pp.  18,  20) — obligated  to  treat  Mrs.  Hecht's  ac- 
count as  an  investment  account  and  to  make  only  suitable  rec- 


47 
ommendations  to  her.^^  Anderson  v.  Knox,  297  F.2d  702,  707-720 
(9th  Cir.  1961),  cert,  denied,  370  U.S.  915  (1962). 

Nor  is  defendants'  duty  in  this  respect  affected  by  the  trial 
court  findings  of  estoppel  and  waiver,  even  assuming  that  these 
findings  were  correctly  made.  Estoppel  and  waiver  are  defenses 
which  do  not  affect  the  definition  or  existence  of  a  right  but  only 
its  judicial  enforcement.  United  States  v.  Chatham,  298  F,2d  499, 
501  (4th  Cir.  1962). 

Although  the  trial  court  has  said  that  plaintiff  is  estopped  to 
claim  the  full  damages  resulting  from  the  improper  management 
of  her  account,  this  does  not  affect  the  investment  nature  of 
plaintiff's  account  or  defendants'  duty  to  so  treat  it.  Even  where 
the  account  is  claimed  or  even  admitted  to  be  a  trading  account 
the  broker  is  still  obligated  to  treat  the  account  as  called  for  by 
the  customer's  circumstances.  N orris  &  Hirshberg,  Inc.,  21  SEC 
865,  890-891  (1946);  First  Securities  Corporation,  SEC  Securities 
Exchange  Act  Release  No.  6497  (March  20,  1961),  p.  3. 

The  determination,  therefore,  of  whether  the  activity  in  plain- 
tiff's account  was  excessive  should  be  considered  in  light  of  plain- 
tiff's investment  needs  and  situation, 

3.  THE  VOLUME  AND  FREQUENCY  OF  TRANSACTIONS  WAS  EXCESSIVE 
AND  INDICATES  DEFENDANTS'  INTENTION  TO  DISREGARD  PLAINTIFF'S 
INTERESTS  FOR  THE  SAKE  OF  THEIR  OWN  PROFIT 

By  any  standards  plaintiff's  account  was  churned.  Contrary  to 
defendants'  assertion  (H.U.  Brief,  57),  the  trial  court  did  hold 
that  "even  considered  as  a  trading  security  and  commodity  ac- 
count" plaintiff's  account  was  ''grossly  and  unfairly  churned  by 
Wilder  for  no  reason  other  than  to  generate  profits  for  the  firm 
and  indirectly  for  himself."  283  F.Supp.  at  436  (emphasis  added) . 


26.  This  obligation  is  also  a  part  of  the  "suitability"  rule  of  the 
NASD,  for  violation  of  which — plaintiff  contends — there  is  an  implied 
right  of  civil  action.  See  Opening  Brief  of  Bertha  Hecht,  59-67. 
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This  factual  finding  is  convincingly  supported  by  the  record 
facts  relied  upon  by  the  trial  court  (283  F.Supp.  at  436)  as  well 
as  others  set  forth  elsewhere.  See  Opening  Brief  of  Bertha  Hecht, 
16-32.  Defendants  do  not  refute  these  facts.  That  Mr.  Wilder 
generated  nearly  30%  of  his  total  commissions  and  close  to  one- 
third  of  the  total  commodity  commissions  for  the  San  Francisco 
office  from  plaintiff's  account  is  in  and  of  itself  sufficient  docu- 
mentation that  defendants  disregarded  plaintiff's  interests  so  as 
to  profit  themselves.^' 

Although  comparison  of  figures  with  those  of  other  churning 
cases  is  of  limited  value  as  the  determination  of  excessive  activity 
is  primarily  dependent  upon  the  facts  of  a  particular  case,  such 
a  comparison  does  show  that  the  figures  regarding  plaintiff's 
account  are  comparable  (C.T.  719-734).  It  should  also  be  kept 
in  mind  that  plaintiff's  account  was  originally  of  much  greater 
value  than  accounts  in  other  cases  and  consisted  of  investment 
quality  blue  chip  stocks  of  high  income  yield.  This  means  that 
even  had  there  been  a  much  lower  level  of  turnover  than  there 
was  in  fact,  it  still  would  have  shown  a  disregard  of  Mrs.  Hecht's 
interests  for  the  benefit  of  the  broker.  Further,  other  churning 
cases  lack  the  added  ingredient  here  present  of  a  tremendously 
high  volume  of  commodities  transactions  which  were  wholly  inap- 
propriate and  unsuitable  for  Mrs.  Hecht. 

One  case  which  shows  many  similarities  to  the  present  case — 
including  the  fact  that  the  broker  churned  the  account,  apparently 
without  objection  from  the  customer,  for  nearly  six  years — is 
R.  H.  fohnson  &  Co.  v.  SEC,   198  F.2d  690   (2d  Cir.   1952). 

27.  Defendants'  figure  for  the  median  amount  earned  by  Harris, 
Upham  &  Co.  from  plaintiff's  account  (H.U.  Brief,  60)  ignores  the  com- 
modities commissions,  mark-ups  on  over-the-counter  transactions,  and  the 
margin  interest  paid.  The  total  amount  taken  out  of  the  account  by  Harris, 
Upham  &  Co.  was  $232,000  which  is  44%  of  the  original  portfolio  value 
of  $533,000  (283  F.Supp  at  424,  436)  or  approximately  61/2%  of  that 
value  per  year. 
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It  should  also  be  recognized  that  there  is  no  such  thing  as 
''the"  trading  account  which  could  serve  as  a  standard  of  com- 
parison to  plaintiff's  account.  What  is  appropriate  for  one  person 
— even  assuming  it  is  some  type  of  trading — is  not  necessarily 
appropriate  for  another. 

That  Mrs.  Hecht  was  an  elderly  widow  entirely  dependent 
upon  the  income  from  her  portfolio  affects  what  might  appro- 
priately be  "traded"  for  her,  even  accepting  that  waiver  and 
estoppel  transformed  her  account  from  an  investment  account 
into  a  trading  account.  "Trading"  would  have  had  to  be  limited 
to  efforts  to  improve  the  investment  quality  of  her  portfolio  and 
to  secure  higher  income  yields  from  it.  Walter  S.  Grubbs,  28 
SEC  323,  329  (1948).  Under  any  characterization  of  plaintiff's 
account,  defendants  were  precluded  from  recommending  and 
effecting  transactions  in  commodities^^  and  speculative,  non- 
income  producing  or  even  "businessman  risk"  type  of  securities. 

Thus,  even  if  the  account  is  viewed  as  a  trading  account,  the 
overall  volume  and  frequency  of  transactions  indicate  that  de- 
fendants' interest  in  trading  the  account  was  not  to  aid  Mrs.  Hecht 
and  meet  her  investment  requirements,  but  rather — as  the  trial 
court  found — to  make  profits  for  themselves. 

Defendants'  assertion  (H.U.  Brief,  59)  that  no  expert  testi- 
fied that  Mrs.  Hecht's  account  was  excessively  traded  ignores  the 
testimony  of  Mr.  William  P.  Wenthworth — an  eminent  invest- 
ment advisor — that  the  commissions  on  security  and  commodity 
transactions,  separately  as  well  as  combined,  were  excessive  for 
one  in  Mrs.  Hecht's  circumstances  (R.T.  1953-1954).  The  primary 
factual  determination  is  one  of  intention — whether  defendants 
were  acting  to  further  their  own  interests  or  those  of  the  customer. 


28.  Contrary  to  defendants'  contention  (H.U.  Brief,  58),  commodities 
are  related  to  a  customer's  "needs  and  circumstances"  when  the  customer 
has  risk  capital  available  to  him.  This  does  not  apply  to  an  elderly  widow 
dependent  upon  the  return  on  her  securities  for  her  livelihood. 
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This  determination  has  been  made  by  the  trial  court  and  must 
stand  as  it  has  not  been  shown  to  be  clearly  erroneous.^^ 

Defendants  assert  that  as  profits  were  realized  in  security  trans- 
actions this  raises  doubts  that  defendants  disregarded  Mrs.  Hecht's 
interests  (H.U.  Brief,  60).  This  assertion  simply  ignores  that  the 
trial  court  has  found  that  defendants  did  so  disregard  plaintiff's 
interests.  283  F.Supp.  at  434-436,  Further,  there  was  an  overall 
realized  loss  in  plaintiff's  securities  and  commodities  account 
(283  F.Supp.  at  425)  and  an  unrealized  loss  of  over  $100,000 
on  the  securities  in  plaintiff's  account  on  March  31,  1964  (De- 
fendants' Exhibit  S-3;  R.T.  1908-1910)  .^« 

Even  if  there  had  been  a  gain,  this  would  not  preclude  a  find- 
ing of  churning.  First  Securities  Corporation,  SEC  Securities  Ex- 
change Act  Release  No.  6497  (March  20,  1961),  pp.  3-4;  Stevens 
V.  Abbott,  Proctor  &  Paine,  288  F.Supp.  836,  847  (E.D.  Va. 
1968). 

Defendants  deal  separately  with  the  question  of  churning  of 
commodities  (H.U.  Brief,  61-63).  As  the  trial  court  found  (283 
F.Supp.  at  437)  that  the  commodities  account  was  commingled 
with  the  securities  account  and  was  merely  an  extension  of  it, 
the  commodities  activity  is  rightfully  considered  as  an  integral 
part  of  the  total  activity  in  plaintiff's  account.  In  any  event,  the 


29.  Defendants  also  incorrectly  contend  (H.U.  Brief,  58)  that  evi- 
dence was  required  to  show  that  each  security  was  traded  without  regard  to 
the  market.  Churning  depends  upon  the  overall  volume  and  frequency  of 
transactions  rather  than  upon  individual  transactions  and  that  the  broker 
honestly  tried  to  benefit  the  customer  through  a  particular  transaction  is 
irrelevant.  The  question  is  whether  overall  he  disregarded  the  customer's 
interests  by  engaging  in  excessive  activity. 

30.  The  realized  gains  were  partly  attributable  to  the  improper  sale  of 
the  blue  chip  securities  plaintiff  received  from  her  husband's  estate.  Real- 
ized gains  damaged  plaintiff  by  causing  her  to  pay  income  taxes  on  them 
and  to  the  extent  the  gains  were  not  used  for  taxes,  they  were  retained 
in  the  account  and  used  by  defendants  for  further  purchases  of  securities 
and  commodities.  Plaintiff,  thus,  did  not  benefit  from  the  realized  gains. 
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same  basic  principles  apply  to  churning  either  commodities  or 
securities  and  the  trial  court  has  found  that  the  commodities 
activity  was  excessive  and  in  disregard  of  plaintiff's  best  interests. 
These  findings  are  clearly  substantiated  by  the  evidence  so  that 
no  specific  response  to  defendants'  argument  regarding  commodi- 
ties is  called  for.^^ 

IV 

HARRIS.  UPHAM  &  CO.  WAS  PROPERLY  FOUND  TO  BE 

LIABLE  FOR  THE  VIOLATIONS  OF  THE  FEDERAL 

SECURITIES  LAWS  WHICH  OCCURRED 

(H.U.  Brief.  25-26.  64-65) 

The  trial  court  found  defendants  liable  for  the  mishandling 
and  unfair  churning  of  plaintiff's  account  and  the  conversions  of 
the  Itek  and  Colonial  securities.  283  F.Supp.  at  438-439,  442-443. 
The  following  discussion  reviews  the  grounds  on  which  the  trial 
court  found  Harris,  Upham  &  Co.  liable  as  well  as  additional 
grounds  supporting  liability  not  referred  to  by  the  trial  court. 


HARRSS,   UPHAM  &  CO.  IS  LIABLE  BECAUSE  IT  HAD   KNOWLEDGE  OF 

AND  PARTICIPATED   IN  THE  CHURNING  AND  OTHERWISE 

IMPROPER   HANDLING  OF  PLAINTIFF'S  ACCOUNT 

Harris,  Upham  &  Co.'s  brief  (pp.  64-65)  suggests  that  the  only 
possible  ground  on  which  it  may  be  held  liable  is  as  a  controlling 
person  under  Section  20(a)  of  the  Securities  Exchange  Act.  This 
argument  ignores  Harris,  Upham  &  Co.'s  direct  participation  in 
the  improper  management  of  plaintiff's  account.  This  participa- 


31.  It  is  interesting  to  note  that  the  commodity  purchase  and  sale  state- 
ment attached  as  an  addendum  to  defendants'  brief  is  from  Hooker  &  Fay 
and  not  one  of  the  quite  different  forms  used  by  Harris,  Upham  8c  Co. 
Further,  this  addendum  represe?7ts  a  transaction  ejected  ivhile  Mrs.  Hecht 
was  out  of  the  country  and  which  was  improperly  ejected  by  Mr.  Wilder 
at  Hooker  &  Fay  after  he  had  become  employed  by  Harris,  Upham  &  Co. 
(C.T.  601). 
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tion  makes  it  unnecessary  to  reach  the  question  of  whether  Harris, 
Upham  &  Co.  is  liable  as  a  controlling  person  under  Section 
20(a).  Hawkins  v.  Merrill  Lynch,  Pierce,  Fenner  &  Beane,  85 
F.Supp.  104, 122-123  (W.D.  Ark.  1949). 

The  trial  court  found  that  Harris,  Upham  &  Co.  did  ''indirectly 
induce,  participate  in,  approve  and  accept  the  benefits  of  what  we 
have  found  to  be  the  excessive  trading  of  the  account  by  Wilder." 
283  F.Supp.  at  439  (emphasis  added) . 

This  finding  is  amply  supported  by  the  record.  Harris,  Upham 
&  Co.  effected  all  the  transactions  in  plaintiff's  account  and  thus 
is  the  party  responsible  for  the  account  being  churned.  As  "reports 
of  all  orders"  for  Mrs.  Hecht's  account  "passed  over  an  officer's 
desk"  at  Harris,  Upham  &  Co.,  it  "knew  of  the  excess  trading  and 
permitted  it  to  continue"  and  is  therefore  responsible.  Newkirk  v. 
Hayden  Stone  &  Co.,  CCH  Fed.  Sec.  L.  Rep.,  para.  91,621  (S.D. 
Calif.  1965),  p.  95,321.  See  also,  Merrill  Lynch,  Pierce,  Fenner  & 
Smith,  Inc.  v.  Bocock,  lAl  F.Supp.  373,  378-380  (S.D.  Tex.  1965) 
where  the  court  found  participation  by  a  firm  arising  from  its 
branch  manager's  failure  to  discover  an  unsuitable  transaction  in 
an  account  and  held  that  this  failure  was  the  proximate  cause  of 
the  loss. 

Not  only  did  Harris,  Upham  &  Co.  fail  to  prevent  Mr.  Wilder 
from  overtrading  plaintiff's  account,  it  actively  encouraged  him 
to  do  so — as  the  trial  court  found  (283  F.Supp.  at  439) — by 
rewarding  him  with  bonuses  and  salary  raises  because  of  the  com- 
missions generated  from  plaintiff's  account.  Conversely,  it  punished 
him  for  losing  the  account  in  1964  by  cutting  his  salary  by  $400 
a  month  (R.T.  1497-1498;  Plaintiff's  Exhibit  233).  See  also. 
Plaintiff's  Trial  Memorandum  of  Fact  (C.T.  622-627,  596-600). 

As  one  court  has  observed : 

"...  considerable  injury  to  the  investing  public  is  not  only 
possible  but  inevitable  when  a  salesman  is  compensated  in 
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direct  proportion  to  the  volume  of  transactions  he  handles, 
and  his  activities  go  unsupervised." 
Lorenz  v.  Watson,  258  F.Supp.  724,  733  (E.D.  Pa.  1966) 

(emphasis  added) 

Harris,  Upham  &  Co.  further  participated  in  the  fraud  com- 
mitted on  plaintiff  by  failing  to  supervise  Mr.  Wilder  and  his 
handling  of  Mrs.  Hecht's  account,  as  is  detailed  in  the  following 
subsection. 

A  failure  to  supervise  constitutes  direct  participation  in  the 
fraud  and  the  firm  itself  is  to  be  held  primarily  liable  to  the 
customer  injured  by  its  own  failure.  Lorenz  v.  Watson,  258  F.Supp. 
724,  733  (E.D.  Pa.  1966)  ;  Merrill  Lynch,  Pierce,  Fenner  &  Smith, 
Inc.  v.  Bocock,  247  F.Supp.  373,  378-380  (S.D.  Tex.  1965); 
Goodman  v.  H.  Hentz  &  Co.,  265  F.Supp.  440,  445  (N.D.  111. 
1967).  See  also,  R.  H.  Johnson  &  Co.  v.  SEC,  198  F.2d  690,  696- 
697  (2d  Cir.  1952);  Paine,  Webber,  Jackson  &  Curtis,  SEC  Secu- 
rities Exchange  Act  Release  Nos.  8500,  p.  6  (January  22,  1969;  15 
U.S.C.A.  §780  (b)(5)(E). 

The  SEC  has  stated  that  brokers  are  responsible  for  their 
employees'  improper  acts  since  "a  firm  can  only  act  through  its 
employees  and  agents,  and  the  willful  violations  of  its  employees 
in  the  course  of  their  employment  must  be  considered  the  willful 
violations  of  the  firm."  Sutro  Bros.  &  Co.,  41  SEC  470,  479 
(1963). 

The  SEC  has  also  held  that  a  failure  to  supervise  constitutes 
participation  in  misconduct  and  that  "willful  violations  are  com- 
mitted not  only  by  the  person  who  performed  the  misconduct  but 
also  by  those  who  did  not  perform  their  duty  to  prevent  it." 
Reynolds  &  Co.,  39  SEC  902,  916-917  (i960).  See  also,  R.  H. 
Johnson  &  Co.,  36  SEC  467,  486-487  (1955)  (failure  to  prevent 
churning);  E.  H.  Rollins  &  Sons,  Inc.,  18  SEC  347,  391  (1945); 
Bond  &  Goodwin,  Inc.,  15  SEC  584,  601  (1944). 
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Harris,  Upham  &  Co.  was,  therefore,  properly  found  to  be  pri- 
marily and  directly  liable  for  its  misconduct  in  handling  plain- 
tiff's account. 


HARRIS.  UPHAM  &  CO.  IS  LIABLE  BECAUSE  OF  ITS 
INADEQUATE  SUPERVISION 

Defendants  assert  (H.U.  Brief,  65)  that  "the  court  did  not  find 
inadequate  internal  supervision".  The  trial  court  opinion,  how- 
ever, states  that:  "The  court  finds  and  concludes  from  the  evi- 
dence that  defendant  Harris,  Upham  did  not  maintain  a  reasonably 
adequate  system  of  internal  supervision  and  control."  283  F.Supp. 
at  439  (emphasis  added) . 

1.      A   FIRM   WHICH   DOES  NOT  ADEQUATELY  SUPERVISE   IS   LIABLE  FOR 
THE  MISCONDUCT  OF  ITS  EMPLOYEES 

A  failure  to  supervise,  as  noted  above,  constitutes  direct  par- 
ticipation in  the  wrong  and  thereby  makes  the  firm  primarily 
liable.32 

Further,  the  fact  that  Harris,  Upham  &  Co.  chose  not  to  present 
proof  of  adequate  supervision  (R.T.  3846)  means  that  it  did  not 
meet  its  affirmative  burden  under  Section  20(a)  of  the  Securities 
Exchange  Act  to  demonstrate  that  it  acted  in  good  faith  and  did 
not  directly  or  indirectly  induce  the  violation  complained  of. 
Lorenz  v.  Watson,  258  F.Supp.  724,  732-733  (E.D.  Pa.  1966); 
Goodman  v.  H.  Hentz  &  Co.,  265  F.Supp.  440,  445  (N.D.  111. 


32.     Harris,  Upham  &  Co.  has  recognized  the  importance  of  its  obliga- 
tion to  supervise: 

"...  what  we  do  and  how  well  we  do  it  is  not  our  concern  alone. 
There  are  others.  Well  over  100,000  clients,  plus  members  of  their 
families,  are  affected  by  our  management  abilities.  We  are  deeply 
conscious  that  whatever  we  do  can  have  fairly  widespread  impact .  .  . 
"Even  though  at  Harris,  Upham,  supervision  is  delegated  from  the 
policy  committee  right  down  to  the  Registered  Representative  re- 
sponsibility ultimately  travels  in  only  one  direction,  up."  Address 
by  Henry  U.  Harris,  Jr.,  Plaintiff's  Exhibit  5,  pp.  52,  59  (emphasis 
added) . 
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1967);  Smith  v.  Bear,  237  F.2d  79,  88  (2d  Cir.  1956);  Hawkins 
V.  Merrill  Lynch,  Pierce,  Fenner  &  Beane,  85  F.Supp.  104,  122- 
124  (W.D.  Ark.  1949). 

The  trial  court  has  here  found  inducement  and  lack  of  good 
faith  (283  F.Supp.  at  439)  and  defendants  have  failed  to  show 
that  these  findings  are  clearly  erroneous. 

2.      THE  TRIAL  COURT  FINDINGS  OF  INADEQUATE  SUPERVISION  ARE  NOT 
CLEARLY  ERRONEOUS 

As  defendants  present  none  of  the  facts  bearing  on  the  issue  of 
supervision,  their  attack  on  the  court's  findings  of  inadequate 
supervision  should  be  rejected  out  of  hand.^^ 

In  any  event,  Harris,  Upham  &  Co. — as  its  counsel  admitted 
(R.T.  3846) — had  the  burden  of  going  forward  with  the  evi- 
dence to  prove  adequate  supervision.  It  chose,  however,  to  rest 
on  the  evidence  presented  by  plaintiff. 

The  court  has  summarized  (283  F.Supp.  at  438-439)  some  of 
that  evidence  which  demonstrates  the  industry  standards  for  super- 
vision with  which  Harris,  Upham  &  Co.  failed  to  comply. 

In  addition  to  these  facts,  the  record  discloses  the  following: 

1.  Mr.  Wilder' s  commodities  activities — as  the  Harris,  Upham 
&  Co.  commodities  manager  for  Northern  California — went 
entirely  without  supervision  both  in  San  Francisco  and  in  the 
main  office  in  New  York.  Mr.  Mejia  never  even  looked  at  the 
commodities  monthly  statements.  (R.T.  429,  1438-1441;  C.T.  817- 
819). 


33.  It  is  interesting  to  note  that  defendants  only  response  to  the  court's 
findings  is  to  surmise  what  might  have  happened  had  they  properly  super- 
vised (H.U.  Brief,  65).  "What  is  important,  however,  is  not  what  Harris, 
Upham  &  Co.'s  supervisory  memoranda  require  of  its  personnel  or  what 
might  have  happened  if  someone  had  talked  with  Mrs.  Hecht,  but  what, 
in  fact,  Harris,  Upham  &  Co.  did  to  supervise  Mr.  Wilder  and  his 
handling  of  Mrs.  Hecht's  account  (C.T.  477-480).  The  trial  court  found 
that  the  firm  "did  not  enforce  with  any  reasonable  diligence  such  system 
as  it  did  maintain."  283  F.Supp.  at  430  (emphasis  added). 
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2.  No  supervisory  steps  were  taken  to  insure  that  Mrs.  Hecht 
met  Harris,  Upham  &  Co.'s  own  standards  which  required  that 
commodities  accounts  not  be  opened  for  any  customer  unless 

"The  R.R.  [registered  representative]  [is]  absolutely  certain 
the  customer  understands  the  perils  of  commodity  markets, 
has  a  working  acquaintance  with  the  commodity  he  will 
trade  and  that  he  will  trade  on  intelligent  information — not 
on  'tips'  "   (Plaintiff's  Exhibit  236). 

Specifically,  a  commodities  account  was  not  to  be  opened  for  a 
woman  unless  she  had  "sufficient  experience  and  knowledge  of 
commodity  trading"  including  the  risk  involved  (Plaintiff's  Exhibit 
236;  James  F.  Burns  Deposition,  84-85). 

3.  No  question  was  ever  raised  by  any  supervisor  as  to  the 
propriety  of  having  an  elderly  naive  widow  entirely  dependent 
upon  her  dividend  income  trading  commodities  to  the  extent  that 
almost  one-third  of  the  total  commodity  revenue  for  the  San  Fran- 
cisco office  came  from  her  account  (R.T.  1544;  George  U.  Harris 
Deposition,  14). 

4.  Mr.  Mejia  did  not  fulfill  his  duty  of  determining  plaintiff's 
investment  needs  and  objectives  nor  did  he  ever  meet  her,  talk  to 
her,  write  to  her,  or  invite  her  to  his  office.  Further,  Harris,  Upham 
&  Co.  never  had  its  research  department  review  her  large  account. 
(R.T.  429-431,  468-471,  892). 

5.  Mr.  Mejia  assumed  plaintiff's  account  was  a  trading  account 
and  never  found  anything  unusual  in  her  account.  The  informa- 
tion he  did  have^^  on  this  new  account  of  a  "retired  widow"  came 
from  Mr.  Wilder — a  new  employee — and  no  check  on  this  in- 
formation was  ever  made  (R.T.  248-251,  434-435;  C.T.  605) 
although  Harris,  Upham  &  Co.  was  required  to  (C.T.  608;  Open- 
ing Brief  of  Bertha  Hecht,  Appendix  A,  pp.  25-26). 


34.  When  the  complaint  was  filed,  Mr.  Mejia  told  a  newspaper  man 
that  he  knew  very  little  about  the  account  (RT.  3376-3377;  Plaintiff's 
Exhibit  300) . 
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6.  Mr.  Mejia  admitted  to  bis  lack  of  familiarity  with  many  of 
the  securities  in  plaintiff's  account  (R.T.  673-685,  568-576,  581- 
582,  925-928,  910-915)  so  that  his  cursory  review  of  her  monthly 
statements — supposedly  designed  to  see  that  the  transactions  were 
appropriate  and  suitable  for  her — was  of  little  value  (R.T.  470- 
473;  Henry  U.  Harris,  Jr.  Deposition,  16-17;  C.T.  816-821). 

The  evidence  is,  therefore,  more  than  ample  to  support  the 
trial  court's  findings  of  inadequate  internal  supervision.  Had 
Harris,  Upham  &  Co.  properly  supervised,  it  would  have,  at  a 
minimum,  informed  itself  as  to  plaintiff's  investment  requirements, 
questioned  Mr.  Wilder  about  the  excessive  activity  and  the  pur- 
chases of  non-income  producing  and  speculative  holdings  in  plain- 
tiff's account  and  sought  an  explanation.  This  it  failed  to  do  and 
it  must  bear  the  consequences.^^ 

c. 

HARRIS,  UPHAM  &  CO.  IS  LIABLE  BECAUSE  IT  RATIFIED 
MR.  WILDER'S  CONDUCT 

Harris,  Upham  &  Co.  not  only  accepted  and  retained  the  benefits 
of  Mr.  Wilder's  improper  conduct — the  margin  interest  and  com- 
missions paid  by  plaintiff — but  it  also  asserted  throughout  the  liti- 
gation that  in  handling  Mrs.  Hecht's  affairs  at  Harris,  Upham  & 
Co.  Mr.  Wilder  always  acted  in  good  faith  and  "meticulously 
observed  and  discharged  all  his  duties  and  obligations  to  plaintiff" 
(R.T.  3596-3597;  C.T.  19-20).  For  further  facts  demonstrating 
ratification  by  Harris,  Upham  &  Co.,  see  Plaintiff's  Memorandum 
After  Trial  of  Law  and  Facts  on  Damages  (C.T.  822-826) . 


35.  Harris,  Upham  &  Co.  was  obviously  more  concerned  about  sales 
than  supervision.  Thus,  it  rewarded  Mr.  Wilder  with  bonuses  and  salary 
increases  for  churning  plaintiff's  account  while  reducing  his  salary  by  $400 
a  month  when  the  account  was  transferred.  283  F.Supp.  at  439;  Plain- 
tiff's Exhibit  233.  See  also,  Harris,  Upham  &  Co.  Memorandum  :^66 
(Plaintiff's  Exhibit  YYYY-2)  which  stresses  the  need  for  "smart  mer- 
chandising efforts"  (C.T.  598-599). 
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The  retention  of  an  employee  by  a  firm  with  knowledge  or  the 
opportunity  to  learn  of  the  employee's  wrongful  conduct  ratifies 
the  wrongful  acts  and  makes  the  firm  liable  for  them.  2  Cal. 
Jur.  2d,  Agency,  pp.  760-761;  See  also,  cases  discussed  at  C.T. 
826-828. 

Nor  can  the  principal  retain  the  benefits  from  a  fraudulent  trans- 
action without  also  subjecting  himself  to  liability  for  the  act, 
Blackburn  v.  Dean  Witter  &  Co.,  201  Cal.  App.  2d  518,  522 
(1962);  Reusche  v.  California  Pac.  Title  Ins.  Co.,  231  Cal.  App. 
2d  731,  737  (1965). 

Harris,  Upham  &  Co.  has  not  repudiated  Mr.  Wilder's  fraudu- 
lent conduct  and  has  retained  the  commissions  and  interest  paid  by 
plaintiff  resulting  from  his  improper  conduct.  It  has,  therefore, 
ratified  his  conduct. 

D. 

HARRIS.   UPHAM  &  CO.  IS  ALSO  LIABLE  BECAUSE  MR.  WILDER 

WAS  ACTING  WITHIN  THE  SCOPE  OF  HIS  EMPLOYMENT 

IN   MISHANDLING  PLAINTIFF'S  ACCOUNT 

Defendants  have  admitted  that  in  handling  Mrs.  Hecht's  securi- 
ties and  commodities  accounts  at  Harris,  Upham  &  Co.  Mr.  Wilder 
was  "acting  as  an  agent  for  Harris,  Upham  &  Co.  and  within  the 
scope  of  his  employment"  (Plaintiff's  Exhibit  192-1,  p.  66). 
Harris,  Upham  &  Co.  is,  therefore,  liable  for  the  fraudulent  acts 
committed  by  Mr.  Wilder  in  handling  her  account  based  upon 
the  general  principles  of  respondeat  superior. 

I.      LIABILITY    UNDER    RESPONDEAT    SUPERIOR    IS    NOT    DISPLACED    BY 
SECTION  20(a) 

Section  20(a)  of  the  Securities  Exchange  Act  was  not  intended 
to  displace  liability  under  established  principles  of  agency  but 
rather  to  impose  liability  in  situations  where  it  might  not  attach 
under  the  common  law.  Hawkins  v.  Merrill  Lynch,  Fierce,  Fenner 
&  Beane,  85  F.Supp.  104,  122-123  (W.D.  Ark.  1949).  See  also. 
The  Johns  Hopkins  University  v.  Hutton,  CCH  Fed.  Sec.  L.  Rep., 
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para.  92,268  (D.  Md.  1968),  p.  97,284  (agency  principles  apply 
to  stockbroker  under  Securities  Act  of  1933). 

There  is  no  suggestion  in  the  legislative  history  that  Congress 
contemplated  that  Section  20(a)  could  be  invoked  to  shield 
broker-dealers  from  responsibility  for  the  v^rongful  acts  commit- 
ted by  their  employees  within  the  scope  of  employment.  As  the 
general  purpose  of  the  legislation  was  to  provide  investors  with 
protections  beyond  those  then  available,  it  is  illogical  to  restrict 
an  employer's  liability  to  those  situations  coming  within  Section 
20(a).  This  construction  would  provide  less  protection  to  de- 
frauded investors  than  state  law,  thereby  defeating  the  general 
I  "remedial  purposes"  of  the  Federal  Securities  laws  which  are  to 
be  interpreted  "so  as  to  carry  out  in  particular  cases  the  generally 
expressed  legislative  policy."^^  SEC  v.  Joiner  Corp.,  320  U.S.  344, 
351  (1943).  See  also,  SEC  v.  Capital  Gains  Research  Bureau,  375 
U.S.  180,  195  (1963). 

In  an  action  brought  under  Rule  lOb-5  it  has  been  noted  that: 
"Under  common  law  principles,  a  principal  is  liable  for  the 
deceit  of  his  agent  committed  in  the  very  business  he  was 
appointed  to  carry  out.  This  is  true  even  though  the  latter's 
specific  conduct  was  carried  on  without  knowledge  of  the 
principal." 
Myzel  V.  Fields,  386  F.2d  718,  738  (8th  Cir.  1967),  cert, 
denied,  390  U.S.  951  (1968) 

It  is  irrelevant  whether  this  language  means  that  respondeat 
superior  applies  without  regard  to  Section  20(a) — as  plaintiff  con- 
tends— or  whether  it  means  that  the  burdens  imposed  by  Section 
20(a)  on  a  controlling  person  to  show  good  faith  and  lack  of 
inducement  of  the  improper  act  cannot  be  met  when  the  principal 
is  liable  under  the  law  of  agency.  The  result  is  the  same  in  either 
case — the  employer  is  liable  when  the  employee  acts  within  the 
scope  of  his  employment. 


36.  The  SEC  has  supported  this  position  in  an  amicus  curiae  brief  filed 
with  the  Supreme  Court  in  Kamen  &  Co.  v.  Paul  H.  Aschkar  &  Co.,  382 
F.2d  689  (9th  Cir.  1967),  cert,  granted,  390  U.S.  942  (1968). 
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Finally,  Section  2  of  the  Commodity  Exchange  Act  (7  U.S.C.A. 
§  4)  imputes  the  act  of  an  agent  within  the  scope  of  his  employ- 
ment to  the  firm.  Goodman  v.  H.  Hentz  &  Co.,  265  F.Supp.  440, 
447  (N.D.  111.  1967). 

Plaintiff  requests  this  Court  to  affirm  the  trial  court's  finding 
that  Harris,  Upham  &  Co.  is  liable  on  each  of  the  above  grounds. 


PLAINTIFF  WAS  NOT  BARRED  BY  ESTOPPEL,  WAIVER  OR 
LACHES  FROM  RECOVERING  A  FULL  MEASURE  OF  THE 
DAMAGES  SHE  SUSTAINED 

(H.U.  Brief.  17-21.45-51.97-105) 

Defendants  do  not  adequately  respond  to  plaintiff's  arguments 
that  both  as  a  matter  of  law  and  on  the  facts  of  this  case,  plaintiff 
cannot  be  held  to  be  barred  by  estoppel,  waiver  or  laches  from 
recovering  all  the  damages  she  suffered  (Opening  Brief  of  Bertha 
Hecht,  32-44) .  Plaintiff's  and  defendants'  contentions  on  this 
issue  are  succintly  set  forth  by  the  trial  court  (283  F.  Supp.  at 
427-428)  which  attempted  to  resolve  the  issue  by  effecting  a 
compromise  (283  F.  Supp.  at  429-430).  As  a  result,  it  is  sub- 
mitted that  the  trial  court  improperly  applied  the  law  of  estoppel 
to  the  facts  of  this  case. 

A. 
ESTOPPEL37 

1.      ESTOPPEL  IS  INAPPLICABLE  AS  A  MAHER  OF  LAW 

No  rebuttal  is  found  in  defendants'  brief  to  the  applicability 
of  the  principle  that  the  defense  of  estoppel  is  only  "to  be  applied 
against  wrongdoers,  not  against  the  victim  of  a  wrong."  Roberts 
V.  Roberts,  81  Cal.  App.  2d  871,  881  (1947).  This  principle 
arises  from  the  fact  that  estoppel  is  an  equitable  defense  which 


37.  This  section  equally  applies  to  laches  as  it  requires  the  same  show- 
ing as  for  estoppel.  Royal  Air  Properties,  Inc.  v.  Smith,  333  F.2d  568,  570- 
571  (9th  Cir.  1964). 
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cannot  be  invoked  by  a  defendant  with  unclean  hands.  As  the 
trial  court  found  that  defendants  defrauded  plaintiff,  as  a  matter 
of  law  it  "is  elementary  that  one  who  is  guilty  of  fraud  cannot 
urge  estoppel  (or  waiver)  against  the  other  party  .  .  .  for  the 
purpose  of  making  his  fraud  effective."  McDaniel  v.  United 
States,  196  F.2d  291,  294  (5th  Cir.  1952).  See  also  John  Han- 
cock Ins.  Co.  V.  Markowitz,  62  Cal.  App.  2d  388,  408  {\^A^)?^ 

It  would  be  inappropriate  to  apply  the  doctrine  of  estoppel  to 
protect  defendants'  and  their  ill-gotten  gain  from  the  full  con- 
sequences of  their  misdeeds,  for  one  who  "engages  in  a  fraudu- 
lent scheme  forfeits  all  right  to  protection,  either  at  law  or  in 
equity."  Kansas  City  Operating  Corporation  v.  Durwood,  278 
F.2d  354,  357  (8th  Cir.  I960).  See  also,  Cook  v.  Ball,  144  F.2d 
423,  437-438  (7th  Cir.  1944). 

To  have  successfully  established  estoppel  defendants  would 
have  had  to  prove  that  they  had  acted  in  good  faith.  The  proof — 
and  the  finding  of  the  trial  court — was  that  defendants  acted  in 
bad  faith  and  breached  their  fiduciary  duty;  and  they  cannot, 
therefore,  rely  upon  a  claim  of  estoppel.  Automatic  Paper  Ma- 
chinery Co.  V.  Marcalus  Mfg.  Co.,  147  F.2d  608,  613  (3rd  Cir. 
1945). 

Further,  estoppel  cannot  he  relied  upon  as  ''the  means  of  suc- 
cessfully avoiding  the  requirements  of  legislation  enacted  for  the 
protection  of  a  public  interest."  Scott  Paper  Co.  v.  Marcalus  Mfg. 
Co.,  326  U.S.  249,  257  (1945);  Hampton  v.  Paramount  Pictures 


38.  A  plaintiff  who  has  been  defrauded  should  not  be  denied  relief  "on 
the  ground,  forsooth,  that  he  did  not  discover  the  fact  that  he  had  been 
cheated  as  soon  as  he  might  have  done."  Rutherford  v.  Rideout  Bank, 
11  Cal.  2d  479,  485-486  (1938).  A  person  is  entitled  "to  act  upon  the 
presumption  that  there  exists  no  intention  to  cheat  or  defraud  him." 
Laraway  v.  First  Nt.  Bk.  of  LaVerne,  39  Cal.  App.  2d  718,  728  (1940). 
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Corp.,  279  F.2d  100,  104  (9th  Cir.  I960);  James  Talcott,  Inc. 
V.  Carder,  300  F.2d  654,  667  (5th  Cir.  1962). ^^ 

As  Harris,  Upham  &  Co.  failed  to  live  up  to  the  standards 
of  supervision  required  by  the  nature  and  operation  of  the  securi- 
ties industry  (283  F.  Supp.  at  438-439),  it  has  violated  the  duties 
imposed  upon  it  by  the  Federal  Securities  laws.  Lorenz  v.  Watson, 
258  F.  Supp.  724,  733  (E.  D.  Pa.  1966) ;  Reynolds  &  Co.,  39 
SEC  902,  916-917  (i960).  Harris,  Upham  &  Co.'s  own  peers** 
have  found  that  defendants  "had  a  duty  to  treat  [Mrs.  Hecht's] 
portfolio  as  an  investment  account"  and  to  determine  her  needs 
and  objectives  (Opening  Brief  of  Bertha  Hecht,  Appendix  A, 
pp.  18,  27).  Harris,  Upham  &  Co.'s  failure  to  fulfill  these  con- 
commitant  duties  prevents  it  from  relying  upon  any  claim  of 
estoppel  by  reason  of  Mrs.  Hecht's  alleged  assumption  of  risk 
and  acquiescence  in  the  handling  of  her  account. 

2.      THE    FACTUAL    ELEMENTS    NECESSARY    TO    ESTABLISH    AN    ESTOPPEL 
WERE  NOT  PROVEN    (OPENING  BRIEF  OF  BERTHA  HECHT.  33-36) 

The  party  relying  on  estoppel  must  prove  strictly  each  of  the  nec- 
essary elements  by  clear,  convincing  and  satisfactory  evidence 
and  if  findings  are  not  made  on  each  of  the  separate  elements 
an  appellate  court  cannot  permit  a  claim  of  estoppel  to  stand. 
Cedar  Creek  Oil  &  Gas  Co.  v.  Fidelity  Gas  Co.,  249  F.2d  277, 
281  (9th  Cir.  1957),  cert,  denied,  356  U.S.  932  (1958);  James 
Talcott,  Inc.  v.  Associates  Discount  Corp.,  302  F.2d  443,  446  (8th 
Cir.  1962)  ;  18  Cal.  Jur.  2d,  Estoppel,  §  14. 


39.  We  respectfully  submit  that  waiver  and  estoppel  contravene  the 
statutory  policy  of  the  Federal  Securities  laws  and  cannot  be  allowed. 
Brooklyn  Savings  Bank  v.  O'Neil,  324  U.S.  697,  705  (1944).  See  SEC  v. 
Texas  Gulf  Sulphur  Co.,  401  F.2d  833,  855  (2d  Cir.  1968)  (".  .  .  The 
Securities  law  should  be  interpreted  as  an  expansion  of  the  common  law 
...  to  effectuate  the  broad  remedial  design  of  Congress  .  .  ."). 

40.  The  NASD  Business  Conduct  Committee  which  heard  and  deter- 
mined the  matter  was  composed  of  six  experienced  and  qualified  broker- 
dealers  from  national  and  local  firms  who  were  assisted  by  a  professional 
staff  and  the  NASD's  Associate  General  Counsel.  See  Opening  Brief  of 
Bertha  Hecht,  Appendix  A,  pp.  1-2. 
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These  elements  were  ignorance  of  the  true  facts  and  detri- 
mental reliance  on  the  part  of  Harris,  Upham  &  Co.  and  knowl- 
edge and  intentional  conduct  on  the  part  of  Mrs.  Hecht.^^ 

Ignorance  of  the  True  Facts 

The  trial  court  could  not  and  did  not  find  that  defendants 
were  ignorant  of  the  true  facts  regarding  the  nature  and  char- 
acter of  plaintiff's  investment  requirements.  In  fact,  the  trial 
court  found  defendants  were  on  notice  that  plaintiff  was  "a 
retired  'widow'  expecting  to  receive  her  dividend  checks  monthly." 
283  F.  Supp.  at  439.  This  finding  is  supported  by  the  record 
(C.T.  602-603).  Moreover,  it  was  defendants'  duty  as  skilled 
investment  brokers  to  know  that  Mrs.  Hecht  was  an  elderly 
retired  widow  totally  dependent  upon  the  income  from  her  ac- 
count for  her  survival  and  was  relying  upon  them  for  the  suit- 
able management  of  her  account  (C.T.  513-516,  606-608). 

Since  defendants  had  the  duty  to  know  these  facts,  were  in  a 
position  to  know  them,  and  did  know  them,  they  cannot  assert 
.a  claim  of  estoppel.  Gaylord  v.  CIR,  153  F.2d  408,  4l6  (9th 
Cir.  1946) . 

Nor  can  defendants  claim  that  they  were  ignorant  of  the  facts 
found  by  the  court — that  plaintiff's  original  portfolio  was  being 
traded,  that  the  account  was  being  handled  by  Mr.  Wilder  in 
a  manner  different  from  its  handling  by  her  former  broker  (i.e., 
as  "a  relatively  inactive  investment  type  account")  and  that  the 
account  was  being  actively  traded  in  commodities.  283  F.Supp.  at 
429.  Defendants  admit  their  awareness  that  plaintiff's  account  was 
managed  as  a  trading  rather  than  an  investment  account  and 
that  such  management  was  "perhaps  contrary  to  her  needs  and 
circumstances  and  her  claimed  objectives"  (H.U.  Brief,  100). 


41.     Hampton  v.  Paramount  Pictures  Corp.,  279  F.2d  100,  104  (9th 
Cir.    I960);    18  Cal.  Jur.   2d,  Estoppel,   §§5-12. 
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Defendants,  therefore,  failed  to  establish  an  essential  element 
of  estoppel,  and  the  trial  court's  failure  to  find  that  element  as 
a  fact  is  fatal. 

Detrimental  Reliance 

The  trial  court  made  no  finding  that  defendants  detrimentally 
relied  upon  plaintiff's  conduct,  i.e.,  that  defendants  were  misled 
to  their  "prejudice"  or  "altered"  their  position.  Southern  General 
Ins.  Co.  V.  O'Keefe,  275  F.  Supp.  107,  110  (D.  Md.  1967). 

"The  vital  principle"  of  estoppel,  as  recognized  by  this  Court, 
"is  that  he  who  by  his  language  or  conduct  leads  another  to  do 
what  he  would  not  otherwise  have  done,  shall  not  subject  such 
person  to  loss  or  injury  by  disappointing  the  expectations  upon 
which  he  acted."  First  National  Bank  of  Portland  v.  Dudley,  231 
F.2d  396,  400-401  (9th  Cir.  1956)  (emphasis  added).  See  also, 
Walker  v.  Lightfoot,  124  F.2d  3,  6  (9th  Cir.  1942). 

The  record  before  this  Court  is  barren  of  any  proof  of  detri- 
mental reliance  by  defendants,  let  alone  any  misleading  conduct 
by  plaintiff  which  led  them  to  do  what  they  otherwise  would  not 
have  done.  It  is  clear  that  unless  there  is  a  showing  of  such  preju- 
dice there  is  no  basis  for  the  application  of  the  doctrine  of  estop- 
pel "which  is  predicated  upon  injury  resulting  from  the  conduct 
of  the  parties."  In  re  Bastanchury  Corp.,  66  F.2d  653,  659  (9th 
Cir.  1933),  cert,  denied  sub  nom..  Turner  v.  John  Deere  Plow 
Co.,  290  U.S.  700  (1933).  The  trial  court's  finding  that  plaintiff 
is  estopped  from  claiming  $835,000  as  her  damages  arising  from 
the  unsuitable  investments  effected  for  her  account  by  defend- 
ants (283  F.Supp.  at  429-430)  is,  therefore,  clearly  erroneous 
and  should  be  reversed.  Bach  v.  Perkins,  223  F.2d  251  (9th  Cir. 
1955),  cert,  denied,  350  U.  S.  918  (1955). 
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Plamtiff's  Knowledge  and  Intentions 

I  The  trial  court  did  not  find  that  plaintiff  intended  Harris, 
Upham  &  Co.  to  act  in  any  particular  fashion,  although  it  does 
conclude  that  she  "permitted  Wilder  and  his  firm  to  continue 

j  handling  the  account"  in  reliance  upon  her  "apparent  acquies- 

'  cence."  283  F.  Supp.  at  429. 

"Apparent  acquiesence" — the  only  conduct  of  plaintiff  referred 

i  to  by  the  trial  court — will  not  support  a  finding  of  estoppel  in 
the  absence  of  false  representation,  concealment  or  misleading 

I  omission  of  material  facts  with  full  knowledge,  or  inexcusable 
wrong,  for  estoppel  is  to  be  applied  only  to  prevent  actual  or  con- 
structive fraud.  Sidehotham  v.  Robinson,  216  F.2d  816,  829  (9th 
Cir.  1954) ;  Grand  Trunk  Western  R.  Co.  v.  H.  W.  Nelson  Co., 
116  F.2d  823,  836  (6th  Cir.  1941). 

Although  in  some  circumstances  silence  or  acquiescence  may 
work  an  estoppel,  it  is  necessary  that  such  "conduct"  amount 
to  bad  faith  and  the  party  to  be  estopped  must  be  guilty  of  moral 
turpitude.  Codell  v.  American  Surety  Co.,  149  F.2d  854,  856 
(6th  Cir.  1945);  United  States  v.  Hal  B.  Hayes  &  Associates, 
Inc.,  221  F.  Supp.  260,  265  (N.D.  CaHf.  1963). 

The  trial  court  did  not  find — nor  could  it  have  upon  the  record 
— that  Mrs.  Hecht's  "apparent  acquiescence"  amounted  to  bad 
faith,  demonstrated  moral  turpitude,  or  resulted  in  a  fraud  upon 
defendants.  To  the  contrary,  the  bad  faith  and  fraud  emanated 
from  defendants. 

It  is  only  when  there  is  a  duty  to  speak  that  silence  can  effect 
an  estoppel  for  the  silence  must  be  both  wrongful  and  misleading. 
The  mere  opportunity  to  speak  is  insufficient.  Van  Antwerp  v. 

\United  States,  92  F.2d  871,  875-876  (9th  Cir.  1937);  Codell  v. 
American  Surety  Co.,  149  F.2d  854,  857  (6th  Cir.  1945); 
McNamara  v.  Miller,  269  F.2d  511,  514  (D.C.  Cir.  1959). 
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Mrs.  Hecht  owed  no  obligation  or  duty  to  defendants  to  inform 
them  as  to  how  they  should  best  manage  her  account  to  meet  her 
investment  requirements.  The  duty  to  prevent  misconduct  rests 
with  the  perpetrator,  not  with  the  victim. 

The  trial  court  held  that  Royal  Air  Properties,  Inc.  v.  Smith, 
333  F.2d  568  (9th  Cir.  1964)  barred  plaintiff's  claim  of  unsuit- 
ability  since  it  read  that  case  as  establishing  the  proposition  that 
estoppel  by  conduct  exists  when  there  is  a  knowledgeable  assump- 
tion of  "ordinary"  risks  of  profit  and  loss.  We  respectfully  submit 
that  the  court  misread  and  misapplied  that  case  to  the  facts  of 
this  case.  See  Opening  Brief  of  Bertha  Hecht,  37-44. 

The  trial  court's  factual  conclusion  was  that  Mrs.  Hecht  "knew" 
her  account  at  Harris,  Upham  &  Co.  was  "a  trading  account  in 
securities  and  a  speculative  account  in  commodities."  283  F.Supp. 
at  430.  The  trial  record  only  lends  support  to  the  conclusion  that 
Mrs.  Hecht  eventually  had  knowledge  of  the  fact  that  Mr.  Wilder 
had  opened  and  operated  an  account  in  her  name  at  Harris, 
Upham  &  Co.  (R.T.  2401-2405;  C.T.  398,  601ff.)  and  that  he 
told  her  that  "it  would  be  advisable  to  use  the  surplus  [from 
accumulated  dividends}  of  some  of  the  money  in  [her]  account 
and  put  it  in  commodities"  (R.T.  2400).  We  submit,  however, 
that  the  trial  record  does  not  support  the  conclusion  that  (1) 
Mrs.  Hecht  knew  her  account  was  either  a  trading  or  a  speculative 
account  in  any  respect  or  was  being  operated  in  any  way  which 
was  unsuitable  for  her  in  light  of  her  particular  investment  needs 
and  objectives,  or  (2)  that  Mrs.  Hecht  knowingly  or  intentionally 
authorized  or  acquiesced  in  the  handling  of  her  account  as  a 
"trading"  account.  (R.T.  2388,  2459,  2620,  1224,  1506). 

It  is  clear  that  whatever  Mrs.  Hecht's  quantitative  knowledge 
of  the  facts  may  have  been,  her  qualitative  appreciation  and 
understanding  of  those  facts  was  vastly  restricted  in  scope  and 
limited  in  depth  (C.T.  580-585). 
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A  review  of  Mrs.  Hecht's  actual  "knowledge"  and  actual  "con- 
duct" demonstrates  that:  (a)  she  never  gave  or  intended  that 
Harris,  Upham  &  Co.  act  upon  any  "permission"  as  to  the  man- 
ner in  which  her  account  was  to  be  managed  but  rather  trusted 
in  Mr.  Wilder  to  look  after  her  portfolio  and  do  what  was  right 
for  her;  (b)  she  never  had  adequate  knowledge  of  the  operation 
of  her  account  as  all  her  account  papers  were  continually  removed 
from  her  possession  by  Mr.  Wilder  (R.T.  1338,  1775,  2964),  and 
she  was  misled  through  inadequate  account  documents  (Opening 
Brief  of  Bertha  Hecht,  39-42;  C.T.  651-652;  R.T.  30,  245-247, 
567-568,  1773-1775),  false  summaries  of  the  activity  in  her 
account  (Opening  Brief  of  Bertha  Hecht,  14-15,  28-32;  C.T.  GGG- 
612,  695-711),  and  a  selective  close-out  scheme  (Opening  Brief 
of  Bertha  Hecht,  26-28) ;  and  (c)  she  never  conducted  herself  in 
any  manner  which  intentionally  misled  defendants  to  their  injury. 

B. 
WAIVER 

To  prove  that  plaintiff  impliedly  waived"*^  her  legal  rights  under 
the  Federal  Securities  laws,  defendants  were  required  to  show 
either  a  clear,  unequivocal  and  decisive  act  by  her  evidencing  a 
purpose  to  abandon  or  waive  those  rights  or  acts  amounting  to 
an  estoppel.  Pacific  States  Corporation  v.  Hall,  166  F.2d  668, 
671  (9th  Cir.  1948).  We  respectfully  submit  that  defendants 
not  only  failed  to  sustain  their  burden  of  strictly  proving  the 
necessary  elements  of  estoppel  but  also  failed  to  prove — nor  did 
the  trial  court  find — that  Mrs.  Hecht  committed  any  decisive  act 
showing  her  intention  to  waive  her  legal  rights. 

This  Court  has  emphasized  that  waiver  can  be  found  only 
when  it  is  evidenced  by  express  intentional  conduct  and  only  after 
the  party  has  actual  and  full  knowledge  of  the  rights  he  is  waiving. 

42.     Express  waiver  is  neither  claimed  nor  present. 
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Royal  Air  Properties,  Inc.  v.  Smith,  333  F.2d  568,  571  (9th  Cir. 
1964) .  See  also,  Opening  Brief  of  Bertha  Hecht,  36-39. 

The  only  "conduct"  rehed  upon  by  the  trial  court  to  evidence 
waiver  is  plaintiff's  failure  to  object  to  defendants'  improper  man- 
agement of  her  account.  Such  a  failure  to  object  does  not  consti- 
tute "an  intentional  relinquishment  of  a  known  right."  United 
States  V.  Chichester,  312  F.2d  275,  282  (9th  Cir.  1963)  (em- 
phasis added) . 

In  any  event,  waiver  can  only  be  proven  by  clear  and  convincing 
evidence  (Anderson  v.  Tway,  143  F.2d  95,  102  (6th  Cir.  1944)  ) 
and  if  "intention  to  waive  is  to  be  implied  from  conduct,  the 
conduct  should  speak  the  intention  clearly."  Bankers  Trust  Co.  v. 
Pacific  Employers  Ins.  Co.,  282  F.2d  106,  111  (9th  Cir.  I960), 
cert,  denied,  368  U.S.  822  (I96l).  See  also.  Pacific  States  Corpo- 
ration V.  Hall,  166  F.2d  668,  671  (9th  Cir.  1948)  ;  Yates  v.  Ameri- 
can Republics  Corp.,  163  F.2d  178,  180  (lOth  Cir.  1947). 

When  a  waiver  is  manifested  by  actions,  "such  actions  must  be 
inconsistent  with  any  other  intention  than  to  waive."  Caterpillar 
Tractor  Co.  v.  Collins  Machinery  Co.,  286  F.2d  AAG,  451-452  (9th 
Cir.  i960)  (emphasis  added).  See  also,  Buffum  v.  Chase  Nat. 
Bank  of  City  of  N.Y.,  192  F.2d  58,  61  (7th  Cir.  1951),  cert, 
denied,  342  U.S.  944  (1952)  (conduct  must  so  manifest  waiver 
that  "no  other  reasonable  explanation  of  [the]  conduct  is  pos- 
sible"); Rockwell  V.  United  States  Fidelity  &  Guaranty  Co.,  137 
F.  Supp.  317,  3I8-319  (M.D.  Pa.  1955)  (the  act  must  be  "irre- 
concilably repugnant"  to  the  legal  right  now  asserted). 

Mrs.  Hecht's  "apparent  acquiescence"  does  not  meet  these 
standards.  Mrs.  Hecht's  intention  was  that  her  account  be  kept 
basically  intact  and  managed  as  an  investment  account  in  the 
same  manner  her  relatively  inactive  Walston  &  Co.  investment 
account  was  managed  by  Mr.  Hecht  and  Mr.  Ernest  Fairey.  This 
would  have  permitted  her  to  live  off  the  dividend  income.  (R.T. 
2954-2957;  C.T.  684-687). 
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Even  if,  contrary  to  her  intention,  defendants  had  understood 
plaintiff's  silence  to  be  a  waiver,  the  "i7iere  fact  that  the  other 
party  is  mistakenly  led  to  believe  there' s  been  a  waiver  is  not 
enough  unless  that  party  relies  thereon  to  his  detriment,  in  which 
case  there's  an  estoppel."  Caterpillar  Tractor  Co.  v.  Collins  Ma- 
chinery Co.,  286  F.2d  \AG,  452  (9th  Cir.  I960)  (emphasis  added) . 

The  second  major  element  of  waiver — which  must  be  found  in 
addition  to  an  intention  to  waive — is  that  the  plaintiff  "acted  with 
full  knoivledge  of  his  rights!'  Royal  Air  Properties,  Inc.  v.  Smith, 
333  F.2d  568,  571  (9th  Cir.  1964) .  A  waiver  is  not  effective  unless 
it  is  "intelligently  and  competently  given."  Griffith  v.  Rhay,  282 
F.2d  711,  717  (9th  Cir.  I960),  cert,  denied,  364  U.S.  941  (1961). 

The  setting  of  this  case  precludes  the  finding  of  any  waiver  in 
favor  of  defendants.  In  the  context  of  plaintiff's  limited  under- 
standing and  defendants'  deliberate  concealment  and  failure  to 
disclose  the  facts  during  the  seven  year  period,  it  would  be  highly 
unreasonable  and  unjust  to  hold  that  plaintiff  waived  any  of  her 
rights  under  the  Federal  Securities  laws  merely  because  she  gave 
the  management  of  her  account  over  to  defendants  and  did  not 
complain  of  the  improper  management  of  that  account  until  it 
was  called  to  her  attention  in  1964. 

In  short,  it  cannot  be  said  that  a  woman  of  Mrs.  Hecht's  limi- 
tations who  completely  relied  upon  and  was  dominated  by  Mr. 
Wilder,  had  actual  knowledge  of  her  rights  under  Rule  lOb-5 
prior  to  March  1964  so  that  she  was  in  a  position  to  waive  those 
rights.  Even  if  plaintiff  could  be  said  to  have  been  negligent — or 
even  grossly  negligent — in  not  informing  herself  of  the  actual 
condition  of  her  account,  this  does  not  prevent  her  from  recover- 
ing the  full  measure  of  her  damages.  Royal  Air  Properties,  Inc. 
V.  Smith,  333  F.2d  568,  572  (9th  Cir.  1964). 
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VI 

PLAINTIFF'S  CLAIMS  WERE  NOT  BARRED  BY  THE 
STATUTE  OF  LIMITATIONS 

(H.U.  Brief.  65-66) 

The  statute  of  limitations  here  applicable  to  plaintiff's  claims 
under  both  the  Federal  Securities  laws  and  the  common  law  of 
California  for  breach  of  fiduciary  duty  is  the  California  limitation 
for  fraud  actions.  This  limitation  period  is  three  years  from  the 
time  of  discovery.  Calif.  Code  of  Civil  Procedure  §  338(4). 
Errion  v.  Connell,  236  F.  2d  447,  455  (9th  Cir.  1956) 
Vmtt  V.  Robinson,  203  F.  2d  627,  634-635  (9th  Cir.  1953) 
Boyd  V.  Blankman,  29  Cal.  19,  44-47   (1865) 
Agmr  Inc.  v.  Shaejer,  232  Cal.  App.  2d  513,  517  (1965) 

A. 

THE  CHURNING  OFFENSE  CONTINUED  UNTIL  MARCH  1964 

The  statutory  period  does  not  commence  to  run  until  the 
"offense  is  completed"  and  when  the  offense  is  a  continuing  one, 
the  period  does  not  start  until  after  the  last  tortious  act.  Reynolds 
Metals  Co.  v.  Yturbide,  258  F.  2d  321,  332-333  (9th  Cir.  1958), 
cert,  denied,  358  U.S.  840  (1958) ;  Carroll  v.  United  States,  326  > 
F.  2d  72,  86  (9th  Cir.  1963). 

As  churning  is  determined  by  the  overall  activity  in  an  account, 
and  as  the  court  found  that  the  excessive  activity  continued  up 
until  the  time  of  discovery  in  March  1964  it  cannot  be  said 
that  the  statute  began  to  run  prior  to  that  time. 


WHERE  THE  PLAINTIFF  HAS  BEEN   DEFRAUDED,  THE  STATUTE 
DOES  NOT  RUN   UNTIL  ACTUAL  DISCOVERY 

Because   plaintiff  was   defrauded   by   defendants,   the   statute 
did  not  commence  to  run  until  at  least  March  1964. 
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Holmberg  v.  Armhrecht,  327  U.S.  392,  397  (1946): 

"...  where  a  plaintiff  has  been  injured  by  fraud  and  're- 
mains in  ignorance  of  it  without  any  fault  or  want  of  dili- 
gence or  care  on  his  part,  the  bar  of  the  statute  does  not 
begin  to  run  until  the  fraud  is  discovered,  though  there 
be  no  special  circumstances  or  efforts  on  the  part  of  the 
party  committing  the  fraud  to  conceal  it  from  the  knowledge 
of  the  other  party.'  " 

Only  where  the  defrauded  party  should  plainly  have  discovered 
the  fraud  except  for  his  own  inexcusable  inattention  will  he  be 
charged  with  discovery  in  advance  of  actual  knowledge.  ]ohn 
Hancock  Mut.  L.  Ins.  Co.  v.  Markowitz,  62  Cal.App.  2d  388,  412 
(1944). 

c. 

DEFENDANTS  FRAUDULENTLY  CONCEALED  PLAINTIFF'S  CAUSE 
OF  ACTION   FROM   HER 

Fraudulent  concealment  of  the  cause  of  action,  tolls  the  statute 
until  actual  discovery  or,  at  least,  substantially  lessens  the  degree 
of  diligence  required  of  the  plaintiff.  Azalea  Meats,  Inc.  v. 
Muscat,  386  F.2d  5,  9  (5th  Cir.  1967);  ]amgan  v.  Taylor,  344 
F.2d  781,  794  (1st  Cir.  1965),  cert,  denied,  382  U.S.  879  (1965)  ; 
Tidewell  v.  Rkhman,  127  F.Supp.  526,  533  (S.D.  Calif.  1953). 

The  trial  court  found  that  Mr.  Wilder  did  not  explain  "basic 
considerations"  to  plaintiff  and  showed  her  misleading  summaries 
of  the  condition  of  her  account  which  were  beyond  her  compre- 
hension and  "were  prepared  in  such  manner  as  to  allay  any  fear 
that  the  volume  and  frequency  of  the  trading  was  excessive"  and 
which  "would  have  given  the  impression  that  no  excessive  trading 
was  going  on."  283  F.Supp.  at  434.  Mr.  Wilder  further  limited 
plaintiff's  ability  to  discovery  the  true  facts  by  his  practice  of 
picking  up  and  retaining  all  the  account  papers  sent  to  plaintiff 
(283  F.Supp.  at  434)  and  further  deceived  plaintiff  by  his  selec- 
tive close-out  scheme  in  commodities  (See  Opening  Brief  of 
Bertha  Hecht,  26-32). 
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These  facts  demonstrate  a  fraudulent  concealment  from  plain- 
tiff so  that  the  statute  of  limitations  did  not  commence  to  run 
until  at  least  March  1964  when  she  obtained  some  actual  knowl- 
edge about  the  condition  of  her  account. 

D. 

THE  TRIAL  COURT'S  FINDING  AS  TO  THE  TIME  OF  DISCOVERY 
IS  NOT  CLEARLY  ERRONEOUS 

After  weighing  the  evidence,  the  trial  court  concluded  and  i 
found  that  plaintiff  was  not  put  on  notice  until  March  1964  that 
the  trading  of  her  account  was  excessive  and  that  discovery  of  the  ; 
fraud  did  not  occur  until  then.  283  F.  Supp.  at  441. 

Defendants  have  not  demonstrated,   as  they  must,   that  this  ; 
finding — which  they  apparently  seek  to  challenge  without  calling  ; 
it  to  the  attention  of  this  Court — is  clearly  erroneous.  Hobart  v.  . 
Hobart  Estate  Co.,  26  Cal.  2d  412,  439-441   (1945);  Sime  v. 
Malouf,  95  Cal.  App.  2d  82,  104  (1949). 

A  plaintiff  must  discover  all  the  essential  facts  constituting  the 
fraud  before  the  statute  starts  to  run.  Berkey  v.  Halm,  101  Cal. . 
App.  2d  62,  69  (1950)  ;  MacDonald  v.  Reich  &  Lievre,  Inc.,  100  I 
Cal.  App.  736,  741  (1929). 

Mrs.  Hecht  was  clearly  unaware  and  lacked  notice  of  all  the ' 
essential  facts  regarding  the  churning  and  otherwise  improper 
handling  of  her  account  until  at  least  March  1964. 

Until  March  1964  plaintiff  trusted  and  relied  upon  Mr.  Wilder 
who  had  absolute  control  over  her  account  (R.T.  1224,  2924, 
2926,  3020,  3023-3024).  In  1964  Mr.  Sauer  and  Mr.  Wood,  who 
had  prepared  plaintiff's  tax  returns  for  seven  years,  reluctantly 
stepped  out  of  their  roles  as  tax  accountants  to  ask  her  whether 
she  understood  what  was  happening  to  her  account  and  whether 
she  was  receiving  the  Harris,  Upham  &  Co.  account  papers  (R.T. 
1797-1799,  3072). 
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Mr.    Sauer   prepared   a   schedule   showing   gains    and   losses, 

I  interest  charges  and  dividends  received  from  1956  through  1963 

(Plaintiff's  Exhibit  279)  which  he  took  with  him  in  addition  to 

plaintiff's  1963  tax  return  on  a  personal  visit  to  plaintiff  (R.T. 

3062-3066,  3069). 

Mr.  Sauer  pointed  out  the  decline  in  net  dividend  income  and 

the  substantial  losses  which  had  occurred  (R.T.  3072).  Plaintiff 

was  visibly  shocked  and  upset  at  these  revelations  as  she  had  not 

previously  known  the  true  condition  of  her  account  (R.T.  2434- 

'2435,  2783,  3072-3074). 

Plaintiff  immediately  phoned  Mr.  Wilder  and  told  him  to 
come  to  her  house.  When  he  arrived  she  was  visibly  excited  and 
she  told  Mr.  Wilder  to  leave  her  house  and  never  return  aeain 
:(R.T.  2114-2118,  2436). 

Upon  the  advice  of  the  accountants  and  the  investment  advisor 
she  was  then  taken  to  see — Mr.  William  P.  Wentworth — direc- 
tions were  given  to  close  out  the  commodities  account  and  to 
transfer  the  securities  from  Harris,  Upham  &  Co.  (R.T.  1805). 
Plaintiff  also  directed  that  the  black  book  ledger  maintained  by 
Mr.  Wilder  reflecting  airrent  securities  transactions  (Plaintiff's 
Exhibit  20 A) — then  in  the  possession  of  the  accountants — was 
not  to  be  returned  to  Mr.  Wilder.  He  unsuccessfully  attempted  to 
get  it  back  into  his  possession  shortly  after  Mrs.  Hecht  ordered  him 
out  of  her  house  (R.T.  2119-2120,  2436). 

Thus,  the  record  fully  substantiates  the  finding  that  plaintiff's 
discovery  of  the  excessive  activity  and  the  other  improprieties  did 
not  occur  until  at  least  March  1964  and  defendants'  references 
to  the  record  are  merely  attempts  to  reargue  the  evidence  which 
was  considered  and  rejected  by  the  trial  court. 

Contrary  to  defendants'  position  (H.U.  Brief,  66),  the  in- 
dividual plaintiff  is  the  standard  rather  than  an  abstract  prudent 
man  in  determining  what  the  plaintiff  had  reasonable  notice  of. 
Thus,  if  the  plaintiff  is  old  or  is  sick,  a  lesser  standard  of  dili- 
gence applies.  The  standard  here  is  what  a  woman   of  Mrs. 
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Hecht's  physical  and  mental  attributes  reasonably  would  have 
know  in  these  circumstances.^^  ^Af 

The  standard  defendants  contend  for  would  permit  the  infirm, 
the  incompetent  and  the  elderly  to  be  taken  advantage  of  with 
impunity  and  require  customers  of  stockholders  to  assume  they 
are  dealing  with  rogues  rather  than  skilled  and  professional  fidu- 
ciaries. Such  a  requirement  is  obviously  improper.  Laraway  v.  First 
Nat.  Bk.  of  La  Verne,  39  Cal.App.2d  718,  728-730  (1940). 

Further,  when  the  parties  are  in  a  fiduciary  relationship,  the 
same  degree  of  diligence  in  discovering  fraud  is  not  required 
because  the  plaintiff  is  under  no  duty  to  inquire  and  facts  which 
would  ordinarily  require  investigation  may  not  excite  suspicion. 
Gross  V.  Needham,  184  Cal.  App.  2d  446,  455-456  (I960); 
Bennett  v.  Hibernia  Bank,  Al  Cal.  2d  540,  559-560  (1956); 
Stevens  v.  Marco,  147  Cal.  App.  2d  357,  382  (1956);  Goodrich' 
Co.  (B.P.)  V.  Naples,  121  F.  Supp.  345,  348  (S.D.  Cahf.  1954). 

So  long  as  the  fiduciary  relationship  continues  unrepudiated, 
there  is  nothing  to  put  the  injured  party  on  inquiry  and  only 
actual  discovery  will  start  the  statute  of  limitations  running. 
Bennett  v.  Hibernia  Bank,  47  Cal.  2d  540,  561  (1956)  ;  Lataillade  \ 
V.  Orena,  91  Cal.  565,  578  (1891);  Cooney  v.  Glynn,  157  Cal. 
583,  589  (1910). 

As  the  trial  court  properly  found  that  defendants  were  in  a 
fiduciary  relationship  to  plaintiff  (283  F.  Supp.  at  440),  there 
can  be  no  question  that  its  finding  as  to  the  time  of  discovery 
should  be  sustained.^^ 


43.  See  Azalea  Meats,  Inc.  v.  Muscat,  386  F.2d  5,  10  (5th  Cir.  1967) 
(emphasizing  that  the  test  of  due  diligence  depends  upon  "the  state  of 
mind"  of  the  plaintiff) ;  Acadia,  California  Ltd.  v.  Herbert,  54  Cal. 2d  328, 
338  (i960)  ("a  tortfeasor  must  take  his  victim  as  he  finds  him"). 

44.  The  cases  cited  by  defendants  do  not  support  the  proposition  that 
suspicion  will  start  the  statute  running.  To  the  contrary,  hostility  or  even 
litigation  does  not  necessarily  break  a  fiduciary  relationship  and  thereby 
start  the  statute  running  prior  to  the  time  of  actual  knowledge.  Stevens 
V.  Marco,  147  Cal.  App.  2d  357,  yi 6-111  (1956). 
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VII 

HARRIS.  UPHAM  &  CO.  WAS  PROPERLY  HELD  LIABLE  FOR 
THE  ITEK  AND  COLONIAL  TRANSACTIONS 

(H.U.  BRIEF.  26-28.   76-77.  90-91) 

These  two  highly  significant  transactions  indicating  Mr. 
Wilder's  misuse  of  his  dominion  and  control  over  Mrs.  Hecht 
are  discussed  in  the  Opening  Brief  of  Bertha  Hecht,  15-16. 

It  should  first  be  noted  that  Harris,  Upham  &  Co.  does  not 
deny  the  impropriety  of  Mr.  Wilder's  actions  although  it  criti- 
cizes plaintiff  for  stating  that  these  securities  were  "converted" 
and  also  denies  that  conversions  are  covered  by  the  Federal 
Securities  laws  (H.U.  Brief,  90).  Certainly  in  end  result  Mrs. 
Hecht's  Itek  and  Colonial  shares  were  converted  (283  F.  Supp. 
at  442-443)  and  the  conversion  by  stockbrokers  of  their  cus- 
tomer's funds  or  securities  has  repeatedly  been  held  to  violate 
the  Federal  Securities  laws.*^ 

A. 

THE  ITEK  AND  COLONIAL  TRANSACTIONS  WERE  NOT  BARRED 
BY  THE  STATUTE  OF  LIMITATIONS 

r.\      1.     PLAINTIFF'S  PLEADINGS  ENCOMPASSED  THE  TRANSACTIONS 

The  complaint  alleged  that  defendants  "engaged  in  acts,  prac- 
tices and  a  course  of  business  which  operated  as  a  fraud  and 
deceit  upon  plaintiff"  (C.T.  3)  and  plaintiff  set  forth  in  as  much 
detail  as  possible  at  that  time  and  thereafter  the  specific  acts 
constituting  the  fraud  (C.T.  3-8,  92-93,  206,  211,  262-264). 

Mr.  Wilder  first  revealed  during  his  deposition  that  he  had 
purchased  the  Itek  stock  on  the  basis  of  a  rumor,  delivered  it 
out  to  Mrs.  Hecht  upon  discovering  the  illegality  of  the  purchase, 
and  thereafter  "redeemed"  them  from  Mrs.  Hecht  by  paying  her 
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45.  Goodman  v.  H.  Hentz  &  Co.,  265  F.  Supp.  440,  444-445  (N.D. 
111.  1967);  Cooper  V.  North  Jersey  Trust  Co.  of  N.J.,  226  F.  Supp.  972, 
978  (S.D.N.Y.  1964);  Sinva,  Inc.  v.  Merrill  Lynch,  Pierce,  Fenner  & 
Smith,  Inc.,  253  F.  Supp.  359,  367  (S.D.N.Y.  I966). 
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the  purchase  price  of  $9,400   (Deposition  of  Asa  V.  Wilder 
December  9,  1965,  pp.  265-267). 

Mr.  George  U.  Harris — one  of  the  two  managing  partners- 
demonstrated  the  awareness  of  Harris,  Upham  &  Co.'s  top  manage- : 
ment  of  the  Itek  transaction  when  he  testified  upon  deposition 
in  June  1966  that  the  firm  "took  the  trade  out  of  her  account" 
as  soon  as  the  illegality  was  discovered  and  that  if  there  was  a 
profit  "undoubtedly"  Mrs.  Hecht  was  asked  about  it  (George  U. 
Harris  Deposition,  48).^^  Harris,  Upham  &  Co.  was  charged  with 
Mr.  Wilder's  knowledge  of  the  transaction  and  had  a  duty  to< 
investigate.  Reynolds  &  Co.,  39  SEC  902,  911  (i960). 

Thus,  Harris,  Upham  &  Co.  itself  raised  the  possibility  that 
there  was  a  profit  on  the  Itek  transaction  and  plaintiff  expressly 
noted  before  trial  that  "Mr.  Wilder  has  not  yet  disclosed  thet 
amount  of  any  ultimate  profit  realized  by  him  on  this  transaction" ' 
which  transaction  plaintiff  alleged  was  "typical"  of  defendants' 
breaches  of  fiduciary  duty  (C.T.  420).  Plaintiff  also  noted  that 
the  stock  was  at  that  time — prior  to  trial — selling  for  far  more 
than  the  price  Mr.  Wilder  paid  Mrs.  Hecht  (C.T.  420;  cf.  R.T.' 
1461-1462).^^ 

Finally,  Plaintiff's  Trial  Memorandum  of  Fact,  which  was  filed: 
six  days  prior  to  the  commencement  of  the  defendants'  affirma- 
tive case,  set  forth  the  entire  transaction  in  great  detail  including 
plaintiff's  damages  (C.T.  653-655). 

The  Colonial  transaction  was  also  encompassed  within  plain- 
tiff's claim  that  defendants  engaged  in  a  fraudulent  and  deceitful 
course  of  business  and  practice.  This  transaction  was  not  speci- 
fically set  forth  in  plaintiff's  pre-trial  statements  because  plain- 
tiff's counsel  only  pieced  the  facts  together  during  the  trial  after 


46.  Admitted  in  evidence,  RT.  3636-3640. 

47.  Mr.  Wilder  destroyed  part  of  the  records  relating  to  the  transaction  ; 
(R.T.   1467)  while  withholding  and  concealing  other  records  and  facts 
from  plaintiff  (CT.  654-658). 
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Mrs.  Hecht  "suddenly  remembered"  what  little  she  knew  about 
the  transaction   (R.T.   3586-3591).  She  did  not  know  that  she 
had  signed  papers  transferring  the  securities  to  Mr,  Wilder  with- 
out payment  from  him  (R.T.  3588-3589).^* 

Defendants  are  also  charged  with  Mr.  Wilder's  knowledge 
of  this  transaction  and  thus  cannot  assert  a  lack  of  notice  regard- 
ing it.  Mr.  Wilder's  attorney,  who  worked  closely  with  Harris, 
Upham  &  Co.'s  counsel  throughout  the  litigation,  admitted  he 
knew  of  the  Colonial  transaction  "long  before"  it  was  brought 
out  at  the  trial  (Defendant  Wilder's  Memorandum  After  Trial, 
p.  4)  and  defendants  had  a  full  week  after  the  exposure  of 
the  Colonial  fraud  on  June  5,  1967  before  they  opened  their 
'defense.'*^ 

A  plaintiff  is  entitled  to  recover  on  his  claims  "on  the  basis 
of  the  facts  as  to  damages  shown  in  the  record"  and  is  not 
restricted  to  the  allegations  of  damages  pleaded. 
tk  N ester  v.   Western   Union   Telegraph   Co.,   25   F.   Supp. 

478,  481   (S.D.  Calif.  1938) 
Troutman  v.  Modlin,  353  F.  2d  382,  385  (8th  Cir.  1965) 
Societe  Comptoir  De  L'lndus  v.  Alexander's  Dept.  Stores, 
190   F.  Supp.    594,   600    (S.D.N.Y.    1961),  aff'd  299 
F.  2d  33  (2d  Cir.  1962) 
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Damages  do  not  constitute  the  cause  of  action  and  the  Itek 
and  Colonial  transactions  were  simply  elements  of  the  fraudu- 
lent course  of  conduct  alleged  by  plaintiff  and  but  one  aspect 
of  the  damages  she  sustained. 


48.  As  plaintiff  cannot  be  charged  with  discovery  of  the  Colonial  trans- 
action until  her  attorneys  learned  of  it  in  June  1967,  the  statute  of  limi- 
tations did  not  begin  to  run  until  that  time. 

49.  On  June  6,  1967  defendants'  counsel  promised  the  court  Harris, 
Upham  &  Co.  would  "insist  on  knowing  what  happened"  and  would 
"investigate"  (R.T.  3756-3757).  Their  investigation  apparently  confirmed 
plaintiff's  view  of  the  transaction  as  they  at  no  time  attempted  to  refute  it. 


78 

2.  THE  GRANTrNG  OF  PLAINTIFF'S  MOTION  TO  CONFORM  THE  PLEAD- 
INGS TO  THE  PROOF  RESULTED  IN  A  RELATION  BACK  OF  THESE 
TRANSACTIONS  TO  THE  TIME  THE  COMPLAINT  WAS  FILED 

Defendants  fail  to  bring  to  the  attention  of  this  Court  the 
fact  that  the  trial  court  granted  plaintiff's  motion  to  conform 
the  pleadings  to  the  proof  regarding  the  Itek  and  Colonial  trans- 
actions (R.T.  4745,  4748-4749).^" 

Under  Rule  15(c)  of  the  Federal  Rules  of  Civil  Procedure, 
the  effect  of  this  order  was  to  relate  the  Itek  and  Colonial  issues 
back  to  the  time  of  filing  of  the  complaint  regardless  of  whether 
they  were  encompassed  by  the  pleadings.  Under  the  rule,  relation! 
back  occurs  whenever  the  new  issue  "arose  out  of  the  conduct, 
transaction  or  occurrence  set  forth"  in  the  original  pleading. 

This  rule  is  to  be  applied  whenever  "there  is  an  identity  be- 
tween the  amendment  and  the  original  complaint  with  regard 
to  the  general  wrong  suffered  and  with  regard  to  the  general 
conduct  causing  such  wrong"  {United  States  v.  Templeton,  199 
F.  Supp.  179,  183  (E.D.  Tenn.  1961))  and  applies  even  though 
the  new  matter  was  unknown  to  the  plaintiff  when  he  filed 
suit  if  it  merely  amplifies  and  gives  greater  specificity  to  thei 
original  cause  of  action  or  states  new  grounds  germane  to  the: 
original  charges.  Bowles  v.  Pure  Oil  Co.,  9  Fed.  Rules  Serv.  15c.l, 
Case  2  (E.D.  Pa.  1946) .  See  also,  Wall  v.  Chesapeake  &  Ohio  Ry., 
339  F.  2d  434  (4th  Cir.  1964). 

Rule  15(c)  is  to  be  liberally  applied,  especially,  as  here,  when 
there  is  no  disadvantage  to  the  opposing  party.  Rural  Fire  Pro- 
tection Co.  V.  Hepp,  366  F.  2d  355,  362  (9th  Cir.  1966). 
Motions  to  conform  the  pleadings  to  the  evidence  may  be  granted 
after  the  trial  and  even  after  judgment.  FDIC  v.  Siraco,  174 
F.  2d  360,  363  (2d  Cir.  1949);  Blackwell  v.  Regal  Cab  Co.,  3l6 
F.  2d  398  (D.C.  Cir.  1963);  Atchison,  T.  &  S.  F.  Ry.  Co.  v. 
Judson  Forwarding  Co.,  49  F.  Supp.  789,  795  (S.D.  Calif.  1943), 
aff'd  150  F.  2d  210  (9th  Cir.  1945). 

50.  Harris,  Upham  &  Co.  also  moved  to  conform  the  pleadings  to  the 
proof  (R.T.  4395). 
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It  is  only  in  extraordinary  situations  and  when  the  opposing 
party  will  be  so  prejudiced  that  even  a  continuance  will  not 
cure  it  that  a  motion  to  conform  the  pleadings  to  the  evidence 
will  be  denied.  3  Moore's  Federal  Practice,  pp.  984-986,  1011- 
1012. 

Defendants  were  not  prejudiced  by  the  granting  of  the  motion 
to  conform  and  were  given  every  opportunity  to  and  did  present 
whatever  evidence  they  desired  on  these  issues  {infra,  79-82). 
The  trial  court's  ruling  was,  therefore,  proper.  As  a  result, 
even  assuming  the  Itek  and  Colonial  issues  were  not  encompassed 
by  plaintiff's  original  claims  and  cause  of  action,  they  related 
back  to  the  time  the  complaint  was  filed  as  these  issues  were 
merely  specifications  of  the  general  wrong  and  conduct  com- 
plained of. 

B. 
THE  COLONIAL  SHARES  WERE  NOT  A  GIFT  FROM   MRS.  HECHT 

Defendants  repeatedly  ignore  (H.U.  Brief,  27,  76)  that  Mrs. 
Hecht  denied  that  the  Colonial  shares  were  a  gift  and  that  the 
trial  court  agreed,  finding  that  Mr.  Wilder  had  obtained  them 
by  fraud.  283  F.  Supp.  at  442. 

c. 

DEFENDANTS  WERE  GIVEN   EVERY  OPPORTUNITY  TO  CROSS-EXAMINE 
AND  TO  PRESENT  EVIDENCE  ON  THESE  TRANSACTIONS 


Without  setting  forth  the  facts,  Harris,  Upham  &  Co.  con- 
iffn'  tends  it  was  not  given  the  opportunity  to  cross-examine  plaintiff 
or  to  tender  evidence  on  these  two  transactions  (H.U.  Brief, 
grante    75)    fhe  record  bespeaks  the  contrary. 

First,  the  trial  court  did  not  exclude  the  evidence  regarding 
&JI1   these  transactions  as  to  Harris,  Upham  &  Co.  but  rather  received 
(^"■•it  subject  to  objection  and  reserved  ruling  as  to  whether  and 
for  what  purpose  it  would  be  admitted  against  Harris,  Upham  & 
Co.    (R.T.    2314-2315).   Defendants  were  not  precluded   from 
^  cross-examining  but  rather  voluntarily  chose  not  to  do  so.  By 
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making  this  choice  and  by  failing  to  obtain  a  definite  ruling  on 
the  admission  of  the  evidence,  Harris,  Upham  &  Co.  waivedi^fft'f 
whatever  rights  it  might  have  had  to  complain. ^-^ 

Further,  when  there  is  no  jury  the  trial  judge  may  admit  any  isiS 
evidence  offered  and  reserve  decision  on  what  legal  effect  to  give 
it  until  he  decides  the  case.  McComb  v.  McCormack,  159  F.  2d  ffit 
219,  227  (5th  Cir.  1947). 

Harris,  Upham  &  Co.  made  a  further  waiver  of  any  objec-  b,' 
Sions  by  accepting  the  procedure  the  trial  court  indicated  it 
would  follow — and  thereafter  did — regarding  the  evidence  on  alo 
these  two  transactions. 

At  the  further  hearing  of  October  20,  1967  ordered  by  the^Jen 
trial  court,  Harris,  Upham  &  Co.'s  counsel  claimed  the  evidence 
regarding  Itek  and  Colonial  had  been  excluded  as  to  his  client 
but  was  incapable  of  making  an  offer  of  proof  on  these  issues: 
stating  he  would  have  to  "invescigate"  (R.T.  4709)  even  though 
on  June  6,  1967  he  had  solemnly  informed  the  court  that  Harris, 
Upham  &  Co.  was  very  concerned  about  these  transactions  and 
would  "investigate"  them  (R.T.  3756-3757). 

Acting  so  that  there  could  not  be  the  slightest  question  of  sur 
prise  or  prejudice,  the  trial  court  agreed  with  defendants'  counsel 
that  "if  your  Honor  were  going  to  include  that  testimony  this 
record  has  to  be  opened  up  to  permit  me  to  expound"  (R.T 
4706)  and  stated  that  if  he  were  to  change  his  ruling,  he  would 
"set  aside"  the  submission  and  give  defendants  "an  opportunity 
to  either  investigate  and/or  introduce  evidence  if  you  intended  to 
introduce  evidence"  (R.T.  4712). 

The  trial  court's  preliminary  Memorandum  of  Decision  of  Jan 
uary  19,  1968  found  that  the  Itek  and  Colonial  transactions  were 
frauds  upon  Mrs.  Hecht  for  which  both  Mr.  Wilder  and  Harris, 
and  Upham  &  Co.  were  liable  but  it  specifically  stated  that  these 

51.  Goodale  v.  Thorn,  199  Cal.  307,  315  (1926);  Fibreboard  Paper 
Prod.  Corp.  v.  East  Bay  Union,  227  Cal.  App.  2d  675,  698  (1964). 
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indings  were  "subject  to  the  right  of  defendants,  if  so  advised, 
0  reopen  the  case  for  presentation  of  further  evidence  and  further 
\-rial  upon  the  Itek  and  Colonial  issues"  (C.T.  947-950)  (em- 
phasis added). 

On  February  7,  1968  Harris,  Upham  &  Co.  filed  a  "Notice  of 
Intent  to  Reopen  Case"  for  the  purpose  of  the  "presentation  of 
further  evidence  and  further  trial  upon  the  Itek  and  Colonial 
issues." 

On  March  4,  1968  the  trial  court  reopened  the  case  for  further 
trial  on  Itek  and  Colonial  and  both  set  aside  its  findings  with 
^i  respect  thereto  (R.T.  4734-4735)  and  explicitly  admitted  the  prior 
evidence  against  Harris,  Upham  &  Co.  (R.T.  4741-4742) .  Defend- 
ants tendered  in  evidence  one  document  which  was  admitted  and 
'hen  rested  (R.T.  4736-4741).^" 

Vhen  defendants  presented  their  additional  evidence  on  Itek 
Mid  Colonial  no  findings  existed  as  they  had  been  set  aside.  The 
trial  court  found  Harris,  Upham  &  Co.  liable  for  these  transac- 
tions on  March  22,  1968,  when  an  order  modifying  its  earlier 
decision  was  filed.  This  order  found  the  Itek  and  Colonial  facts 
s  originally  set  forth  in  the  Memorandum  of  Decision  after  first 
Inoting  that  these  earlier  findings  "were  set  aside  and  full  op- 
Iportunity  was  granted  to  defendant  for  further  trial"  (C.T. 
1995).^^ 

By  accepting  and  participating  in  the  procedure  utilized  by 
the  trial  court  and  by  reopening  the  case  and  presenting  further 
\evidence,  defendants  again  waived  any  rights  they  might  have  had 
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52.  Plaintifif  was  present  for  cross-examination  but  defendants  did  not 
call  her  to  the  stand  (RT.  4744).  Mr.  Wilder  had  been  subpoenaed  by 
[plaintiff  but  failed  to  appear. 

53.  It  rests  within  the  sound  discretion  of  the  trial  court  to  reopen  the 
case  even  after  judgment  to  admit  evidence  in  support  of  the  judgment. 

i^Bemherg  v.  Tipton,  133  F.  2d  67,  69  (7th  Cir.  1943);  88  C.J.S.,  Trial 
§  104  et.  seq.  Here  the  case  was  reopened  at  the  request  of  defendants. 


82 

regarding  these  transactions.^*^  They  were  provided  more  than 
sufficient  time  to  investigate  and  to  present  their  evidence  and 
have  no  grounds  for  complaint.  A  party  may  not  charge  error 
which  he  himself  induced  the  court  to  commit,  or  in  which  he  has 
acquiesced  or  consented.  Walker  v.  Marshall,  111  F.2d  794,  795 
(9th  Cir.  1940) ;  Harris  v.  Jackson,  30  F.  Supp.  185,  187  (E.D. 
Okla.  1939). 

In  any  event,  no  error  was  committed  which  substantially  af-( 
fected  justice  in  this  case.  Rule  61,  Federal  Rules  of  Civil  Pro- 
cedure. 

D. 

THE  TRIAL  COURT  PROPERLY  HELD  DEFENDANTS  LIABLE  FOR 
A  LACK  OF  SUPERVISION   REGARDING  THESE  TRANSACTIONS 

The  trial  court's  finding  that  Harris,  Upham  &  Co.  was  liable 
for  these  transactions  because  of  its  inadequate  supervision  (283 
F.  Supp.  at  443)  has  not  been  shown  by  defendants  to  be  clearly  i 
erroneous. 

The  evidence  demonstrating  defendants'  failure  to  supervise  has 
been  discussed  elsewhere  {supra,  pp.  54-57).  In  this  regard  iti 
should  also  be  noted  that  the  Itek  stock  was  originally  purchased: 
through  Harris,  Upham  &  Co.  upon  Mr.  Wilder's  solicitation.! 
The  order  department  called  his  attention  to  the  illegality  of  the 
purchase  and  told  him  it  couldn't  be  retained  in  the  account  (R.T. 
1455,  3460,  3466).  Mr.  George  U.  Harris  stated  that  the  proper 
procedure  was  for  the  firm  to  take  the  transaction  out  of  Mrs. 
Hecht's  account,  which  he  thought  had  been  done  in  a  "perfectly 
proper  and  ethical"  manner  (George  U.  Harris  Deposition,  48). 
No  one  at  Harris,  Upham  &  Co.  ever  followed  through  to  see 
what  "perfectly  proper  and  ethical"  steps  Mr.  Wilder  took  re- 
garding the  stock  nor  did  it  ask  him  why  this  stock  was  being: 


54.  On  March  4,  1968  the  trial  court  made  it  quite  clear  to  defendants 
that  if  they  introduced  additional  evidence  this  would  waive  their  claims 
of  prejudice  and  pre-judgment  by  the  Court  (R.T.  4735-4537).  Defend-' 
ants  thus  acted  with  full  knowledge  of  the  consequences. 
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delivered  out  even  though  it  was  the  only  stock  delivered  out  of 
plaintiff's  account  in  seven  years  (R.T.  1454-1455,  3460,  3463). 
'r?Ml|[  Mr.  Wilder  sold  Mrs.  Hecht's  Itek  through  his  wife's  account 
at  Harris,  Upham  &  Co.  (R.T.  3503,  3523)  and  the  Colonial 
?H)Ji|  shares  were  apparently  also  sold  through  Harris,  Upham  &  Co. 
(R.T.  3517-3518,  3524-3525;  Plaintiff's  Exhibits  310,  311,  314). 
Although  some  of  these  securities  may  have  been  transmitted 
through  an  account  Mr.  Wilder  maintained  at  the  Bank  of  Cali- 
Ifornia,  Harris,  Upham  &  Co.  would  know  Mr.  Wilder  was  selling 
them  "because  the  stock  certificate  would  come  through  with 
[his]  name  on  it"  (R.T.  3506).  The  maintenance  of  this  account 
was  improper  under  the  rules  of  the  New  York  Stock  Exchange 
oiis  and  Harris,  Upham  &  Co.'s  failure  to  question  Mr.  Wilder  after 
it  received  the  Colonial  and  other  stock  certificates  in  his  name  is 
a  further  indication  of  the  firm's  failure  to  supervise  (R.T.  3606- 
3607). 

Although  the  firm's  general  failure  to  supervise  Mr.  Wilder 
':and  his  handling  of  Mrs.  Hecht's  account  [supra,  pp.  54-57)  is 
sufficient  basis  for  holding  Harris,  Upham  &  Co.  liable  on  these 
two  transactions,  the  additional  evidence  set  forth  above  abun- 
dantly confirms  the  trial  court's  finding  that  defendants  failed  to 
adequately  supervise  Mr.  Wilder  regarding  these  two  transactions. 
Defendants  also  question  whether  these  transactions  involved 
■  the  use  of  an  interstate  instrumentality.  The  Itek  shares  were 
purchased  in  the  over-the-counter  market  and  both  the  Itek  and 
•ijjfflj   Colonial  shares  were  sold  through  Harris,  Upham  &  Co.  These 
purchases   and   sales   presumably   involved   instrumentalities   of 
[interstate  commerce.  Further,  the  mails  were  used  to  deliver  the 
Itek  out  of  the  account  to  Mrs.  Hecht  and  also  to  deliver  Itek 
[jjipj  warrants  directly  to  her  home  (R.T.  1454,  3520).  Harris,  Upham 
&  Co.'s   monthly   statements   on  which   the  Itek  purchase  and 
delivery  out  were  shown  were  mailed  to  plaintiff  from  New  York. 
Pffeji   Mr.  Wilder  directly  received  Itek  stock  rights  through  the  mails 
(R.T.  3466-3467). 
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Mr.  Wilder  first  learned  of  the  availability  of  the  Colonial 
shares  by  a  telephone  call  (R.T.  3483) — an  instrumentality  ofi 
interstate  commerce — and  the  initial  purchase  of  these  securities 
was  effected  through  the  mails  (R.T.  3485).  The  Colonial  stock 
certificates  and  the  transfer  form  directing  the  company  to  trans- 
fer the  shares  to  Mr.  Wilder  were  also  sent  through  the  mails 
(R.T.  3487,  3518-3519,  3529). 

The  use  of  the  mails  and  of  other  instrumentalities  of  interstate 
commerce  in  connection  with  these  fraudulent  transactions  is 
thus  clear  so  that  jurisdiction  was  properly  found  to  lie  under 
Rule  10b- 5. 

In  any  event,  these  transactions  were  only  particular  specifica- 
tions of  defendants'  overall  fraudulent  conduct  and  as  jurisdic- 
tion attaches  to  the  overall  scheme,  it  is  not  necessary  that  each 
individual  wrongful  act  involve  the  jurisdictional  means.  Fratt 
V.  Robinson,  203  F.2d  627,  633-634  (9th  Cir.  1953);  Errion  v. 
Connell,  236  F.2d  447,  453  (9th  Cir.  1956). 

E. 

HARRIS,   UPHAM  &  CO.  IS  ALSO  LIABLE  BECAUSE  MR.  WILDER 
ACTED  WITHIN  THE  SCOPE  OF  HIS  EMPLOYMENT 

As  defendants  note  (H.U.  Brief,  28),  the  trial  court  also  held 
Harris,  Upham  &  Co.  liable  for  Mr.  Wilder's  conduct  regarding 
the  Itek  and  Colonial  transactions  because  "Wilder  was  acting 
in  the  course  of  his  employment  for  Harris,  Upham"  and  "his 
conduct  in  such  transactions  must  be  deemed  to  be  the  conduct  of 
Harris,  Upham."  283,  F.Supp.  at  443.  I 

A  finding  that  an  employee  had  ostensible  authority  and  was 
acting  within  the  scope  of  his  employment  is  a  factual  finding 
which  defendants  must  show  to  be  clearly  erroneous.  Ghiglione  v. 
American  Trust  Co.,  49  Cal.App.2d  633,  637  (1942);  Kamen  & 
Co.  V.  Paul  H.  Ascbkaer  &  Co.,  382  F.2d  689,  694  (9th  Cir.  1967). 

Defendants  admit  that  Mr.  Wilder  was  Harris,  Upham  &  Co.'s 
agent  and  acting  within  the  scope  of  his  employment  in  handling 
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plaintiff's  securities  account  (R.T.  516-517;  Plaintiff's  Exhibit 
1 192-1,  p.  66).  This  admission  encompasses  the  fraudulent  manner 
|in  which  Mr.  Wilder  removed  the  Itek  stock  from  plaintiff's 
(account  after  the  firm  informed  him  that  it  could  not  be  returned 
las  well  as  the  Colonial  transaction. 

Ostensible  authority  was  properly  applied  by  the  trial  court  to 
these  two  transactions.  See  Plaintiff's  Memorandum  After  Trial 
I  of  Law  and  Fact  on  Damages  (C.T.  805-812). 
■  In  Walsh  v.  Hooker  &  Fay,  111  Cal.App.2d  450  (1963)  the 
stockbroker  contended  that  its  registered  representative  acted 
without  the  scope  of  his  authority  in  recommending  and  inducing 
iplaintiff  to  purchase  a  particular  security  by  means  of  false  repre- 
sentations. The  firm  was  unaware  that  the  registered  representa- 
itive  had  purchased  the  stock  for  the  customer  outside  the  firm 
jalthough  it  was  eventually  delivered  into  the  plaintiff's  account. 
In  finding  the  firm  liable  the  court  notes  that  the  registered 
representative's  job  included  making  recommendations  to  custom- 
ers to  buy  and  sell  securities  and  executing  their  orders,  which 
services  he   fraudulently  performed  in  this  instance. 

"The  theory  of  ostensible  agency  is  that  the  agent's  position 
facilitates  the  consummation  of  the  fraud,  in  that  from  the 
point  of  view  of  the  third  person,  the  transaction  seems 
regular  on  its  face  and  the  agent  appears  to  be  acting  in  the 
ordinary  course  of  the  business  confided  to  him."  212  Cal. 
App.  2d  at  456. 


In  Blackburn  v.  Dean  Witter  &  Co.,  201  Cal.  App.  2d  518 
(1962),  the  registered  representative  induced  the  elderly  and 
vandal  widowed  plaintiff  to  invest  in  a  non-existent  company,  misap- 
lalfindm  bropriating  her  funds  to  himself.  He  gave  her  commercial  "redi- 
tform"  receipts  which  he  later  supplemented  by  promissory  notes. 
At  no  time  did  the  transactions  appear  on  the  monthly  statements 
jSent  to  the  plaintiff  by  the  firm. 

The  court  notes  that  ostensible  authority  applies  even  if  the 
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nbanilli'  igent  acts   solely   for  his   own   purposes,   and  emphasizes   that 
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broker-dealers  know  that  "this  is  a  highly  specialized  and  techni- 
cal business"  in  which  "customers  rely  on  their  employees  foi 
advice,  guidance  and  consultation."  The  court  also  holds  that  the 
firm  cannot  accept  the  benefits  of  the  transaction — the  commis- 
sions on  the  sale  of  stock  the  proceeds  of  which  were  misappro- 
priated— while  denying  "liability  for  the  fraudulent  misuse  of 
the  money  obtained  by  the  sale  of  the  stock."  201  Cal.  App.  2d  at 
521-522. 

The  Itek  and  Colonial  facts  come  within  the  rule  of  these  cases. 

Mr.  Wilder  was  employed  by  Harris,  Upham  &  Co.  to  recom-i 
mend  to  and  effect  for  customers  the  purchase  and  sale  of 
securities.  Mrs.  Hecht's  relationship  to  Mr.  Wilder  existed  solely] 
because  of  his  employment  by  Harris,  Upham  &  Co.  and  all  of! 
his  acts — including  the  Itek  and  Colonial  transactions — occurred 
because  Mr.  Wilder  was  her  stockbroker  and  financial  advisor, 

The  Itek  and  the  Colonial  transactions  were  to  Mrs.  Hecht 
simply  two  more  recommendations  from  Mr.  Wilder  relating  to 
the  purchase  and  sale  of  securities.  He  arranged  for  and  took 
care  of  these  transactions  as  he  did  with  all  the  others  and  she 
always  compliant,  signed  whatever  papers  he  placed  in  front  of 
her.  Mr.  Wilder  listed  the  Colonial  transaction  on  the  capital 
gains  schedule  he  prepared  for  all  of  plaintiff's  transactions.  Thai 
Mrs.  Hecht  did  not  receive  any  proceeds  from  the  "sale"  was  con 
sistent  with  the  usual  operation  of  her  account  whereby  all  the 
proceeds  of  sale  were  returned  in  the  account. 

Harris,  Upham  &  Co.  facilitated  the  consummation  of  thesd 
frauds  by  clothing  Mr.  Wilder  with  the  apparent  authority  to 
assist  and  advise  people  regarding  all  their  securities  investments." 


55.  Harris,  Upham  &  Co.'s  advertising  stressed  its  experience  in  invest 
ment  matters  and  its  ability  to  plan  an  investment  program  particularly 
suited  to  the  individual's  needs  (C.T.  596-599).  Even  assuming  Harris, 
Upham  &  Co.  was  innocent,  it  should  suffer  the  loss  rather  than  Mrs 
Hecht  because  it  was  "responsible  for  the  selection  of  the  agent  and  for 
the  definition  of  his  authority."  Warshauer  v.  Bauer  Construction  Co., 
179  Cal.App.2d  AA,  50  (I960). 
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It  must,  therefore,  bear  the  consequences  of  its  employee's  misuse 
of  that  authority. 

Moreover,  and  contrary  to  its  claim  (H.U.  Brief,  77),  Harris, 

Upham  &  Co.  did  benefit  from  these  transactions.  The  Itek  stock 

was  purchased  and  sold  through  Harris,  Upham  &  Co.  while  the 

Colonial  stock  was  sold  through  the  firm  so  that  commissions  or 

mark-ups  were  received  on  these  transactions.  Further,  the  $15,- 

000  Mrs.  Hecht  paid  for  the  Colonial  stock  was  raised  from  the 

sale  of  securities   in  her   account  on  which   commissions  were 

charged    (Monthly    Statement    for    9-25-59,    Plaintiff's    Exhibit 

2 IE).  Harris,  Upham  &  Co.  cannot  "accept  the  benefits  of  the 

sale  of  the  stock  by  [Wilder']  as  their  agent  and  deny  liability 

for  the  fraudulent  misuse  of  the  money  obtained  by  the  sale  of 

_<XQjj5    the  stock".  Blackburn  v.  Dean  Witter  &  Co.,  201  Cal.App.2d  518, 

jiJTJjj    522   (1962)    (emphasis  added).  See  also,  Reusche  v.  California 

[rs  Hd    Pac.  Title  Ins.  Co.,  231  Cal.App.2d  731,  737  (1965)."'^ 

It  is  of  no  importance  that  the  employee's  act  is  contrary  to  the 
jijjid  employer's  rules  and  regulations  or  in  violation  of  express  in- 
structions. Adams  v.  American  President  Lines,  23  Cal.2d  681, 
687-688  (1944);  Sullivan  v.  People's  Ice  Corp.,  92  Cal.App.  740, 
744  (1928);  De  Mirjian  v.  Ideal  Heating  Corp.,  129  Cal.App. 2d 
758,  766  (1954). 

Customers  of  broker-dealers  expect  and  are  entitled  to  receive 

"proper  treatment  and  to  be  protected  against  fraud  and  other 

misconduct"  and  "may  properly  rely  on  the  firm  to  provide  this 

[protection."  Reynolds  &  Co.,  39  SEC  902,  917   (i960).  When 

I  employees  or  agents  convert  a  customer's  securities  or  funds,  the 

I  broker  is  responsible. 


ifrci 
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56.     It  is  not,  however,  important  whether  the  principal  benefits  from 
the  fraudulent  transaction.  Walsh  v.  Hooker  &  Pay,  212  Cal.App. 2d  450, 
jgHani     456  (1963);  Tiw2sport  Clearings — Bay  Area  v.  Simmonds,  226  Cal.App. 
■    Ml     2d  405,  427  (1964). 
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Goodman  v.  H.  Hentz  &  Co.,  265  F.Supp.  440,  444-44^ 
(N.D.  111.  1967)  (selling  non-existent  securities  to  cus- 
tomers and  converting  the  funds) 

Sinva,  Inc.  v.  Merrill  Lynch,  Pierce,  Fenner  &  Smith,  Inc., 
253  F.Supp.  359,  367  (S.D.N. Y.  1967)  (a  violation  of 
Section  10(b)  and  Rule  lOb-5  occurs  when  there  is  a 
conversion  of  a  customer's  funds) 

Cooper  V.  North  Jersey  Trust  Co.  of  N.J.,  226  F.Supp. 
972,  978  (S.D.N.Y.  1964) 

Calvert  Securities  Corp.,  35  SEC  l4l  (1953) 

W.  F.  Coley  &  Co.,  31  SEC  722  ( 1950) 

Ira  S.  Bushey  &  Sons,  Inc.  v.  United  States,  398  F.2d  167,  170- 
172  (2d  Cir.  I968) — cited  by  defendants — phrases  the  test  of 
the  limits  of  the  doctrine  of  respondeat  superior  in  terms  of 
w^hether  the  type  of  harm  committed  is  reasonably  foreseeable. 
Certainly  it  is  foreseeable  that  registered  representatives  will 
cheat  and  defraud  customers  in  the  manner  in  which  plaintijff 
was  defrauded  by  Mr.  Wilder.^^  For  discussion  demonstrating  that 
respondeat  superior  is  an  independent  basis  of  liability  under  the 
Federal  Securities  laws,  see  supra,  pp.  58-60. 

P. 

THE  TRIAL  COURT  ALSO  HAD  PENDENT  JURISDICTION 
TO  AWARD  DAMAGES  FOR  THESE  TRANSACTIONS 

As  the  trial  court  had  pendent  jurisdiction  to  hear  plaintiff's 
claim  of  breach  of  fiduciary  duty  under  the  law  of  California 
{supra,  pp.  36-37),  the  trial  court's  assumption  of  jurisdiction  over 
the  Itek  and  Colonial  transactions  is  sustainable  on  this  ground 
independently  of  jurisdiction  under  the  Federal  Securities  laws. 
The  trial  court's  findings  that  Mr.  Wilder  failed  to  disclose  all 
the  relevant  facts  to  plaintiff  regarding  these  transactions  (283 


57.  The  other  case  cited  by  defendants,  Kamen  &  Co.  v.  Paul  H. 
Aschkar  &  Co.,  382  F.2d  689  (9th  Cir.  1967),  differs  greatly  from  the 
present  case  in  that  the  person  asserting  the  ostensible  authority  of  the 
employee  was  highly  sophisticated  and  the  trial  court  found  that  the 
employer  had  no  reasonable  grounds  to  believe  that  improper  activities 
were  taking  place. 
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F.Supp.  at  442-443)  brings  them  squarely  within  the  scope  of 
the  California  cases  imposing  liability  when  the  fiduciary  fails  to 
fully  and  fairly  disclose  all  material  facts.  See  cases  and  discus- 
sion at  CT.  559-561. 

VIII 

PLAINTIFF  SUSTAINED  SUBSTANTIAL  DAMAGES  FOR 
WHICH  SHE  WAS  NOT  FULLY  COMPENSATED 

Defendants'  wrongful  actions  resulted  in  substantial  injury  to 
plaintiff — as  the  trial  court  found.  The  trial  court,  however,  ex- 
pressly declined  to  award  plaintiff  her  "loss  of  bargain"  because 
of  its  holding  regarding  estoppel  and  waiver.  283  F.Supp.  at  440. 

Plaintiff,  as  is  the  victim  of  any  wrong,  is  entitled  to  be  fully 
compensated  for  all  of  the  damages  she  sustained.  See  Opening 
Brief  of  Bertha  Hecht,  45-55. 

A. 

WAIVER  AND  ESTOPPEL  CANNOT  BE  APPLIED 

TO  RESTRICT  PLAINTIFF'S  DAMAGES 

Plaintiff  has  previously  set  forth  her  position  that  estoppel  and 
waiver  were  here  improperly  applied — both  as  a  matter  of  law 
and  on  the  facts.  See  supra,  pp.  60-69.  Should  this  Court  agree  with 
plaintiff's  position,  plaintiff  would  be  entitled  under  the  reason- 
ing of  the  trial  court  to  recover  for  all  her  damages  resulting 
from  defendants'  failure  to  properly  manage  her  account  on  an 
investment  basis.  283  F.Supp.  at  440.^^ 

B. 

PLAINTIFF  IS  ENTITLED  TO  RECOVER  DAMAGES 

BASED  UPON   HER  LOSS  OF  BARGAIN 

Defendants  committed  a  serious  fraud  upon  plaintiff  causing 
her  substantial  and  continuing  harm.  The  victim  of  any  tort  is 


58.  As  the  trial  court  found  (283  F.Supp.  at  425)  that  plaintiff's  orig- 
inal portfolio  would  have  been  worth  $776,000  more  than  it  actually  was  on 
March  31,  1964  and  that  she  would  have  received  at  least  $70,000  more 
in  net  dividend  income  on  that  portfolio  than  she  in  fact  did,  plaintiff 
contends  that  her  damages  should  be  calculated  from  these  figures,  subject 
to  a  capital  adjustment  of  no  more  than  $9,000,  plus  compensation  for  the 
Itek  and  Colonial  securities.  See  Opening  Brief  of  Bertha  Hecht,  48-50. 
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entitled  to  recover  for  all  resulting  detriment,  whether  it  could 
have  been  anticipated  or  not  (Calif.  Civil  Code  §  3333),  and  a 
more  liberal  measure  of  damages  applies  in  tort — as  contrasted 
to  contract — actions.  Fire  Assoc,  of  Philadelphia  v.  Allis  Chalmers 
Mfg.  Co.,  129  F.Supp.  335,  349  (N.D.  Iowa  1955);  14  Cal.Jur. 
2d,  Damages  §  20;  22  Amjur.2d,  Damages,  §  18. 

A  broad  measure  of  damages  is  here  particularly  appropriate 
for  the  trial  court  found  that  defendants  breached  their  fiduciary 
duties  to  plaintiff  (283  F.Supp.  at  440)  and  in  such  circumstances 
the  law  is  particularly  concerned  that  the  plaintiff  recover  for  all 
losses  caused  by  the  unfaithful  fiduciary.  See  Opening  Brief  of 
Bertha  Hecht,  51-52. 

Because  of  defendants'  wrongful  acts,  plaintiff  is  entitled  to: 
recover  her  loss  of  bargain.  City  of  Salnias  v.  Souza  &  McCue 
Construction  Co.,  66  Cal.  2d  217,  225  (1967)  (contractor  entitled 
to  recover  his  indirect  overhead  and  reasonable  profit  on  extra 
services  and  materials  required  because  of  misrepresentations  as 
to  site  conditions) ;  Walsh  v.  Hooker  &  Fay,  212  Cal.App.2d  450 
(1963).  See  also,  Morris  v.  Harbor  Boat  Building  Co.,  112  Cal. 
App.2d  882,  889  (1952): 

"The  measure  of  damages  in  such  a  case  [fraud]  is  the 
difference  between  what  the  buyer  has  actually  received  and 
that  which,  except  for  the  fraud,  he  would  have  received 
and  had  the  right  to  expect  to  receive"  (emphasis  added). 

In  Esplin  v.  Hirschi,  AQ^l  F.2d  94,  102  (lOth  Cir.  1968),  where 
the  defendant  misrepresented  the  value  of  securities,  the  court 
held  that  the  defrauded  purchasers  were  entitled  to  recover  the 
original  purchase  price  plus  interest  from  the  date  of  purchase  less 
any  residual  value  left  in  the  securities  at  the  time  the  fraud  was 
discovered. 

Plaintiff  is  likewise  entitled  to  have  a  return  on  her  investment 
— represented  in  Esplin  by  the  recovery  of  interest  on  the  original 
investment — considered  in  the  computation  of  damages.  Award- 
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ing  plaintiff  the  benefit  of  her  bargain  through  inclusion  of  a 
return  on  her  capital  is  not  only  reasonable  but  here  it  is  the  more 
accurate  method  of  damage  measurement."  Hartwell  Corporation 
•Mv.  Bumh,  345  F.2d  453,  457  (9th  Cir.  1965). 
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c. 

PLAINTIFF'S  LOSS  OF  BARGAIN  WAS  THAT  SHE  DID  NOT  RECEIVE 
THE  BENEFITS  OF  A  PROPERLY  MANAGED  ACCOUNT 

The  trial  court  notes  that  plaintiff's  loss  of  bargain  was  that 
she  did  not  receive  the  benefits  of  a  properly  managed  invest- 
ment account.  283  F.Supp  at  440.  This  accords  both  with  plain- 
tiff's expectations  that  her  account  was  to  be  handled  on  an 
investment  basis  and  defendants'  obligation  to  so  treat  it. 

Defendants  admit  that  plaintiff's  account  prior  to  being  taken 
over  by  Harris,  Upham  &  Co.  was  ''dormant"  and  the  trial  court 
las  found  that  her  Walston  account  was  a  "relatively  inactive 
investment  type  account."  283  F.Supp.  at  429.  Defendants  also 
it  that  the  account  was  tnanaged  as  a  trading  account  at 
Harris,  Upham  &  Co.  which  management  "was  perhaps  contrary 
to  her  needs  and  circumstances"  (H.U.  Brief,  100). 

Thus  defendants  have  admittedly  not  acted — as  they  were  re- 
quired to— in  the  utmost  good  faith  and  fairness  towards  plaintiff 
and  with  her  interests  as  their  foremost  concern.  If  defendants 
had  met  their  obligation  to  suitably  and  properly  manage  this 
account,  they  would  have  handled  it  as  an  investment  account  and 
effected  but  few  transactions  and  only  ones  designed  to  improve 
plaintiff's  investment  position.  Instead,  however,  defendants 
breached  their  duty  to  plaintiff  by  disposing  of  her  original  invest- 
ment quality  portfolio  and  using  the  proceeds  to  repeatedly  buy 
and  sell  speculative  and  non-dividend  paying  securities  and  com- 
modities. 

Defendants  assert,  however,  that  even  though  plaintiff  did  not 
receive  her  bargam — proper  investment  management — the  result- 
ing damages  were  not  proximately  caused  by  their  conduct. 
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The  question  of  proximate  cause  in  essence  means  only  "that 
there  be  some  reasonable  connection  between  the  act  or  omission 
of  the  defendant  and  the  damage  which  the  plaintiff  has  suffered" 
(Prosser,  Torts  (3d  Ed.  1964),  p.  240),  and  ultimately  reduces 
itself  to  the  simple  determination  of  "who  is  responsible  for  what 
happens."  R.  H.  Johnson  &  Co.  v.  SEC,  198  F.2d  690,  697,  n.  17 
(2d  Cir.  1952),  cert,  denied,  344  U.S.  855  (1952)  (emphasis 
added).  See  also,  Williams  v.  Krumsiek,  109  Cal.App.2d  456, 
459  (1952)  (the  test  is  whether  the  "benefits  claimed  were  rea- 
sonably certain  to  have  been  realized  but  for  the  wrongful  act"). 
Defendants  are  here  clearly  responsible  for  what  happened 
because  of  Mr.  Wilder' s  control  over  plaintiff  and  her  account  J 
If  defendants  had  not  sold  Mrs.  Hecht's  original  investment  port-t 
folio  and  thereafter  operated  her  account  as  a  trading  account  ini 
securities  and  commodities,  plaintiff  would  have  retained  her 
original  investment  portfolio — or  one  of  equivalent  investment 
quality — and  in  March  1964  held  a  portfolio  worth  far  more  than 
that  portfolio  with  which  she  was  left  by  defendants  and  a  port- 
folio from  which  she  would  have  earned  far  more  in  dividend 
income  than  she  in  fact  received.  But  for  defendants'  acts,  plain- 
tiff would  have  received  these  benefits  of  proper  investment  man- 
agement. 

Defendants  also  assert  that  to  award  damages  on  the  basis  of 
the  original  portfolio  would  be  arbitrary  and  would  require  the 
court  to  engage  in  speculation  (H.U.  Brief,  106,  108) .  This  ignores 
that  the  rule  of  uncertainty  applies  to  the  fact  of  damage  and  not 
to  the  amount  or  the  extent  of  the  damages  sustained.  Bigelow  v. 
RKO  Radio  Pictures,  Inc.,  327  U.S.  251-266  (1946): 

"  'Difficulty  of  ascertainment  is  no  longer  confused  with 
right  of  recovery'  for  a  proven  invasion  of  the  plaintiff's 
rights."  See  also.  Universal  Pictures  Co.  v.  Harold  Lloyd 
Corp.,  162  F.2d  354,  368  (9th  Cir.  1947). 

The  wrongdoer  must  bear  the  consequences  of  his  wrongdoing 
and  cannot  complain  solely  because  the  computation  of  damages — 
which  he  has  caused — may  be  difficult.  Bigelow  v.  RKO  Radio 


nf 


'Cli^ 


lentjKU. 


93 

\pktures,  Inc.,  327  U.S.  251,  264-265  (1946).  Any  reasonable 
jmeans  of  computing  the  extent  of  damages  is  acceptable  even 
though  the  result  be  only  approximate.  Sfory  Parchment  Co.  v. 
'Paterson  Parchment  Paper  Co.,  282  U.S.  555,  561-568  (1931). 
The  fact  of  damage  is  here  clear.  What  remains  for  this  Court, 
it  is  submitted,  is  the  determination  of  the  proper  legal  measure 
of  plaintiff's  damages.  Plaintiff  contends  that  she  is  entitled  to 
recover  for  all  her  damages,  including  the  benefit  of  her  bargain, 
and  that  she  is  entitled  to  those  damages  regardless  of  estoppel 
land  waiver.  Certainly,  if  estoppel  and  waiver  cannot  here  be 
applied,  plaintiff  should  recover  the  benefits  of  a  properly  man- 
aged investment  account. 

D. 

DEFENDANTS  CANNOT  COMPLAIN   OF  THE  DAMAGES 

ACTUALLY  AWARDED 

The  amount  of  damages  awarded  was  considerably  less  than 
vesmei  ^^  amount  to  be  awarded  by  the  loss  of  the  bargain  measure 
already  discussed.  Further,  even  if  plaintiff  were  restricted  to 
those  damages  arising  from  the  churning  of  her  account,  she  was 
not  compensated  for  the  income  taxes  and  transfer  taxes  she  paid 
arising  from  that  churning.  See  Opening  Brief  of  Bertha  Hecht, 
52-54.  Defendants  have,  therefore,  no  grounds  for  attacking  the 
trial  court's  award  of  damages. 

Defendants  in  the  main  merely  reargue  matters  relating  to 
liability  and  fail  to  recognize  that  the  trial  court  need  not  even 
explain  the  basis  of  its  computation  of  damages.  Further,  the 
"'*  amount  of  damages — as  contrasted  to  the  measure — is  a  question 
of  fact  which  defendants  must  show  to  be  clearly  erroneous.  Uni- 
versal Pictures  Co.  v.  Harold  Lloyd  Corp.,  162  F.2d  354,  368  (9th 
Cir.  1947) ;  United  States  Nat.  Bank  v.  Fabri-Valve  Co.,  235  F.2d 
565,  568  (9th  Cir.  1956). 

1.     COMMtSSIONS  AND  INTEREST  PAID 

Of  the  $232,000  awarded  by  the  trial  court  for  commissions 
^(joiiif  and  interest,  defendants  only  dispute  that  plaintiff  paid  the 
jffes-    approximately  $14,000  which  represents  mark-ups  on  principal 
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over-the-counter  transactions  (H.U.  Brief,  73).  Principal  over-; 
the-counter  transactions  in  the  gross  amount  of  $510,334  wer 
effected  for  plaintiff's  account  (Plaintiff's  Exhibit  296).  Harris. 
Upham  &  Co.  marked-up  such  transactions  to  3%  and  even  more 
(R.T.  3210,  3212).  As  the  amount  awarded  for  mark-ups  was 
less  than  3%  of  the  principal  transactions,  it  is  supported  by  sub 
stantial  evidence.^^ 

Defendants  contend  that  the  securities  or  the  commodities 
account  were  inactive  in  particular  years  (H.U.  Brief,  75).  This 
ignores  that  (l)  churning  is  an  offense  concerned  with  the  over 
all  activity  in  the  account,  (2)  the  commodities  and  securities 
commissions  are  to  be  considered  together,  and  (3)  that  the  trial 
court  has  found  that  the  overall  activity  was  excessive. 

The  margin  interest  of  $43,000  paid  by  plaintiff  was  the  direct 
result  of  the  churning  of  her  account  in  that  by  keeping  the 
account  fully  margined,  Mr.  Wilder  was  able  to  buy  (and  there-; 
after  sell)  more  securities  than  he  otherwise  would.  As  the  trial 
court  found,  Mr.  Wilder  repeatedly  inquired  of  the  main  office  in 
New  York  to  determine  the  available  "buying  power"  in  plaintiff's 
account  for  the  apparent  purpose  of  trading  the  account  to  the 
limit  so  as  to  generate  commissions.  283  F.Supp.  at  436.^° 

2.     REALIZED  COMMODITY  LOSSES 

Defendants  do  not  dispute  that  plaintiff's  realized  losses  in 
commodities  (over  and  above  commissions  paid)  were  $78,000  as 
the  trial  court  found.  283  F.Supp.  at  440. 


59.  Moreover,  as  defendants  failed  to  produce  the  exact  figures  on 
mark-ups  they  are  in  no  position  to  complain  as  the  trial  court  used  the  best 
means  available  to  it  to  compute  this  element  of  damages. 

60.  In  awarding  all  of  the  commissions  and  interest,  the  trial  court 
properly  utilized  the  well  recognized  legal  principle  that  one  who  is  the 
cause  of  the  uncertainty  in  determining  damages  cannot  complain  if  the 
upper  limit  is  taken  as  the  proper  figure.  Defendants  failed  to  prove  to  what 
extent  the  commissions  and  interest  were  not  excessive  and  therefore 
cannot  attack  the  award  of  the  entire  amounts.  Gratz  v.  Claughton,  187 
F.2d  A(>,  51-52  (2d  Cir.  1951). 
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^P^l^t     The  causal  connection  between  defendants'  wrongful  acts  and 

■^M\it>  ihese  losses  is  clear  in  that  all  of  the  commodities  transactions 

were  excessive  and  unsuitable  in  view  of  plaintiff's  investment 

leeds   and  were  effected  solely   for  the  purpose  of  generating 

:ommissions. 

I.     LOSS  OF  DIVIDEND  INCOME 

The  trial  court  awarded  $65,000  for  loss  of  dividend  income 
Decause  defendants  "substantially"  impaired  the  "income  and 
income  potential"  of  plaintiff's  account  by  effecting  transactions 
in  commodities — which  do  not  pay  dividends — and  by  selling 
dividend-paying  securities  to  acquire  speculative,  non-dividend 
ipaying  securities.  283  F.Supp.  at  440. 

The  figures  relating  to  the  decline  in  plaintiff's  dividend  income 
are  striking  (See  Opening  Brief  of  Bertha  Hecht,  23),  and  the 
trial  court  found  that  the  overall  loss  was  at  least  $65,000.  The 
record  reflects  that  had  plaintiff's  original  portfolio  been  main- 
tained, she  would  have  received  between  $70,000  and  $108,000 
more  in  dividend  income  than  she  did  in  fact  up  to  March  1964 
(Plaintiff's  Exhibits  280-282)  without  even  considering  plaintiff's 
continuing  loss  of  income  since  that  time.  The  $65,<>00  award  is, 
therefore,  clearly  supported  by  the  evidence. 
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4.  ITEK  AND  COLONIAL 

Defendants   make  no   challenge   to   the   amount  of  damages 
(awarded  for  these  two  fraudulent  transactions. 

5.  INTEREST 

The  trial  court  properly  held  "that  the  equities  of  the  situation 
are  such  that  interest  at  the  rate  of  seven  per  cent  (7%)  should 
be  awarded",  although  it  restricted  its  interest  award  to  a  portion 
of  plaintiff's  damages.  283  F.Supp.  at  444.  Interest  is  to  be  given 
in  response  to  considerations  of  fairness.  Board  of  Commissioners 
V.  United  States,  308  U.S.  343,  352  (1939);  Miller  v.  Robertson, 
266  U.S.  243,  257-258  (1924). 

The  "rule  permitting  an  award  of  interest  'in  the  discretion  of 
the  court'  is  one  of  general  recognition"  {^Continental  Oil  Co.  v. 
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over-the-counter  transactions  (H.U.  Brief,  73).  Principal  over- 
the-counter  transactions  in  the  gross  amount  of  $510,334  were 
effected  for  plaintiff's  account  (Plaintiff's  Exhibit  296).  Harris, 
Upham  &  Co.  marked-up  such  transactions  to  3%  and  even  more 
(R.T.  3210,  3212).  As  the  amount  awarded  for  mark-ups  was 
less  than  3%  of  the  principal  transactions,  it  is  supported  by  sub- 
stantial evidence.^^ 

Defendants  contend  that  the  securities  or  the  commodities 
account  were  inactive  in  particular  years  (H.U.  Brief,  75).  This 
ignores  that  (l)  churning  is  an  offense  concerned  with  the  over- 
all activity  in  the  account,  (2)  the  commodities  and  securities 
commissions  are  to  be  considered  together,  and  (3)  that  the  trial 
court  has  found  that  the  overall  activity  was  excessive. 

The  margin  interest  of  $43,000  paid  by  plaintiff  was  the  direct 
result  of  the  churning  of  her  account  in  that  by  keeping  the 
account  fully  margined,  Mr.  Wilder  was  able  to  buy  (and  there- 
after sell)  more  securities  than  he  otherwise  would.  As  the  trial 
court  found,  Mr.  Wilder  repeatedly  inquired  of  the  main  office  in 
New  York  to  determine  the  available  "buying  power"  in  plaintiff's 
account  for  the  apparent  purpose  of  trading  the  account  to  the 
limit  so  as  to  generate  commissions.  283  F.Supp.  at  436.^° 

2.     REALIZED  COMMODITY  LOSSES 

Defendants  do  not  dispute  that  plaintiff's  realized  losses  in 
commodities  (over  and  above  commissions  paid)  were  $78,000  as 
the  trial  court  found.  283  F.Supp.  at  440. 


59.  Moreover,  as  defendants  failed  to  produce  the  exact  figures  on 
mark-ups  they  are  in  no  position  to  complain  as  the  trial  court  used  the  best 
means  available  to  it  to  compute  this  element  of  damages. 

60.  In  awarding  all  of  the  commissions  and  interest,  the  trial  court 
properly  utilized  the  well  recognized  legal  principle  that  one  who  is  the 
cause  of  the  uncertainty  in  determining  damages  cannot  complain  if  the 
upper  limit  is  taken  as  the  proper  figure.  Defendants  failed  to  prove  to  what 
extent  the  commissions  and  interest  were  not  excessive  and  therefore 
cannot  attack  the  award  of  the  entire  amounts.  Gratz  v.  Claughton,  187 
F.2d  A(>,  51-52  (2d  Cir.  1951). 
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tividend-paying  securities  to  acquire  speculative,  non-dividend 
faying  securities.  283  F.Supp.  at  440. 

The  figures  relating  to  the  decline  in  plaintiff's  dividend  income 
re  striking  (See  Opening  Brief  of  Bertha  Hecht,  23),  and  the 
rial  court  found  that  the  overall  loss  was  af  least  $65,000.  The 
ecord  reflects  that  had  plaintiff's  original  portfolio  been  main- 
ained,  she  would  have  received  between  $70,000  and  $108,000 
nore  in  dividend  income  than  she  did  in  fact  up  to  March  1964 
Plaintiff's  Exhibits  280-282)  without  even  considering  plaintiff's 
ontinuing  loss  of  income  since  that  time.  The  $65,i>00  award  is, 
herefore,  clearly  supported  by  the  evidence. 

ITEK  AND  COLONIAL 

Defendants  make  no  challenge  to  the  amount  of  damages 
awarded  for  these  two  fraudulent  transactions. 

I.     INTEREST 

The  trial  court  properly  held  "that  the  equities  of  the  situation 
kre  such  that  interest  at  the  rate  of  seven  per  cent  (7%)  should 
pe  awarded",  although  it  restricted  its  interest  award  to  a  portion 
-yi  plaintiff's  damages.  283  F.Supp.  at  444.  Interest  is  to  be  given 
.n  response  to  considerations  of  fairness.  Board  of  Commissioners 
V.  United  States,  308  U.S.  343,  352  (1939);  Miller  v.  Robertson, 
266  U.S.  243,  257-258  (1924). 

The  "rule  permitting  an  award  of  interest  'in  the  discretion  of 
the  court'  is  one  of  general  recognition"  [Continental  Oil  Co.  v. 
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over-the-counter  transactions  (H.U.  Brief,  73).  Principal  ov 
the-counter  transactions  in  the  gross  amount  of  $510,334  Wk 
effected  for  plaintiff's  account  (Plaintiff's  Exliibit  296) .  Han 
Upham  &  Co.  marked-up  such  transactions  to  3%  and  even  mc 
(R.T.  3210,  3212).  As  the  amount  awarded  for  mark-ups  \^ 
less  than  3%  of  the  principal  transactions,  it  is  supported  by  sv 
stantial  evidence.^® 

Defendants  contend  that  the  securities  or  the  commodit 
account  were  inactive  in  particular  years  (H.U.  Brief,  75).  T] 
ignores  that  (l)  churning  is  an  offense  concerned  with  the  ov 
all  activity  in  the  account,  (2)  the  commodities  and  securit 
commissions  are  to  be  considered  together,  and  (3)  that  the  tri 
court  has  found  that  the  overall  activity  was  excessive. 

The  margin  interest  of  $43,000  paid  by  plaintiff  was  the  dir« 
result  of  the  churning  of  her  account  in  that  by  keeping  t 
account  fully  margined,  Mr.  Wilder  was  able  to  buy  (and  the: 
after  sell)  more  securities  than  he  otherwise  would.  As  the  tr 
court  found,  Mr.  Wilder  repeatedly  inquired  of  the  main  office 
New  York  to  determine  the  available  "buying  power"  in  plaintif 
account  for  the  apparent  purpose  of  trading  the  account  to  tt 
limit  so  as  to  generate  commissions.  283  F.Supp.  at  436.^° 

2.     REALIZED  COMMODITY  LOSSES 

Defendants  do  not  dispute  that  plaintiff's  realized  losses 
commodities  (over  and  above  commissions  paid)  were  $78,000 
the  trial  court  found.  283  F.Supp.  at  440. 


59.  Moreover,  as  defendants  failed  to  produce  the  exact  figures 
mark-ups  they  are  in  no  position  to  complain  as  the  trial  court  used  the  b( 
means  available  to  it  to  compute  this  element  of  damages. 

60.  In  awarding  all  of  the  commissions  and  interest,  the  trial  coi 
properly  utilized  the  well  recognized  legal  principle  that  one  who  is  t 
cause  of  the  uncertainty  in  determining  damages  cannot  complain  if  t 
upper  limit  is  taken  as  the  proper  figure.  Defendants  failed  to  prove  to  wh 
extent  the  commissions  and  interest  were  not  excessive  and  therefc 
cannot  attack  the  award  of  the  entire  amounts.  Gratz  v.  Claughton,  i; 
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The  causal  connection  between  defendants'  wrongful  acts  and 
foe  losses  is  clear  in  that  all  of  the  commodities  transactions 
were  excessive  and  unsuitable  in  view  of  plaintiff's  investment 
needs  and  were  effected  solely   for  the  purpose  of  generating 
'2ilt-upsi  commissions. 
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3.  LOSS  OF  DrVIDEND  INCOME 

The  trial  court  awarded  $65,000  for  loss  of  dividend  income 
because  defendants  "substantially"  impaired  the  "income  and 
.  ''  income  potential"  of  plaintiff's  account  by  effecting  transactions 
in  commodities — which  do  not  pay  dividends — and  by  selling 
dividend-paying  securities  to  acquire  speculative,  non-dividend 
paying  securities.  283  F.Supp.  at  440. 

The  figures  relating  to  the  decline  in  plaintiff's  dividend  income 
are  striking  (See  Opening  Brief  of  Bertha  Hecht,  23),  and  the 
trial  court  found  that  the  overall  loss  was  af  least  $65,000.  The 
record  reflects  that  had  plaintiff's  original  portfolio  been  main- 
tained, she  would  have  received  between  $70,000  and  $108,000 
more  in  dividend  income  than  she  did  in  fact  up  to  March  1964 
(Plaintiff's  Exhibits  280-282)  without  even  considering  plaintiff's 
IDntinuing  loss  of  income  since  that  time.  The  $65,^00  award  is, 
iierefore,  clearly  supported  by  the  evidence. 

4.  ITEK  AND  COLONIAL 

Defendants  make  no  challenge  to  the  amount  of  damages 
awarded  for  these  two  fraudulent  transactions. 


5.     INTEREST 

The  trial  court  properly  held  "that  the  equities  of  the  situation 
are  such  that  interest  at  the  rate  of  seven  per  cent  (7%)  should 
be  awarded",  although  it  restricted  its  interest  award  to  a  portion 
of  plaintiff's  damages.  283  F.Supp.  at  444.  Interest  is  to  be  given 
in  response  to  considerations  of  fairness.  Board  of  Commissioners 
V.  United  States,  308  U.S.  343,  352  (1939);  Miller  v.  Robertson, 
266  U.S.  243,  257-258  (1924). 

The  "rule  permitting  an  award  of  interest  'in  the  discretion  of 
the  court'  is  one  of  general  recognition"  {^Continental  Oil  Co.  v. 
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United  States,  184  F.2d  802,  822  (9th  Cir.  1950)  and  is  designed 
"to  compensate  plaintiff  for  the  loss  sustained  as  the  result  of 
delay  in  receiving  the  amount  to  which  he  is  held  to  be  entitled." 
E.  1.  duPont  de  Nemours  &  Co.,  v.  Lyles  &  Lang  Const.  Co.,  219 
F.2d  328,  341-342  (4th  Cir.  1955). 

The  propriety  of  awarding  pre-judgment  interest  in  securities 
fraud  cases  has  been  repeatedly  recognized.  Collier  v.  Granger, 
258  F.Supp.  717  (S.D.N.Y.  1966);  Ross  v.  Licht,  iG'b  F.Supp. 
395,  411  (S.D.N.Y.  1967);  3  Loss,  Securities  Regulation,  1795 
(2d  ed.  1961);  Speed  v.  Transamerica  Corporation,  135  F.Supp. 
176,  198  (D.  Del  1955),  modified  and  aff'd  235  F.2d  369  (3rd  | 
Cir.  1956)   (rate  of  pre-judgment  interest  increased) . 

In  the  present  case,  plaintiff  was  awarded  interest  on  the  spe- 
cific and  liquidated  amount  of  commissions  and  interest  she  paid 
to  Harris,  Upham  &  Co. — $232,000.  Since  even  before  March 
1964 — when  plaintiff  discovered  the  fraud — defendants  have  had 
the  use  and  benefits  arising  from  their  fraudulent  misappropria- 
tion of  commissions  and  interest  from  plaintiff  and  their  conver- 
sion of  her  Itek  and  Colonial  securities.^^  For  the  same  period  of 
time,  plaintiff  has  been  deprived  of  the  income  and  capital  growth 
which  she  otherwise  would  have  received  through  investing  these 
amounts  as  well  as  the  remainder  of  her  damages. 

Thus,  while  plaintiff  has  not  yet  been  even  partially  compen- 
sated for  her  losses,  defendants  continue  to  benefit  from  their 
wrongdoing.  An  award  of  interest  is,  therefore,  equitable  and  just 
and  should  be  applied  by  this  Court  to  the  entire  amount  of  plain- 
tiff's compensatory  damages.  Speed  v.  Transamerica  Corporation, 
235  F.2d  369,  374  (3rd  Cir.  1956). 


61.     In  addition,  defendants  substantially  benefited  from  being  able  to     f^| 
rehypothecate  70-90%   of  the  market  value  of  plaintiff's  securities  pur- 
suant to  a  power  contained  in  their  form  of  margin  agreement  (Plaintiff's 
Exhibits  94-96) . 
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E. 

PLAINTIFFS  MOTION  TO  REOPEN  THE  CASE 
ON  THE  ISSUE  OF  PUNITIVE  DAMAGES 

11  Plaintiff  has  requested  this  Court  to  review  the  trial  court's 
bnial**^  of  her  motion  to  reopen  the  case  on  the  issue  of  punitive 
images''^  pursuant  to  the  procedure  set  forth  in  Canadian  Inger- 
\ll-Rand  Co.  v.  Peterson  Products,  350  F.2d  18,  27  (9th  Cir. 
i>65). 

!  Plaintiff's  motion  was  made  pursuant  to  Rule  60(b)  of  the 
lederal  Rules  of  Civil  Procedure  (C.T.  2013)  because  of  defend- 
lits'  fraud  in  concealing  information  from  her  and  because  plain- 
ly only  discovered  in  August  1968'^* — contrary  to  a  verified  an- 
jver  to  an  interrogatory  given  by  defendants — that  Harris,  Upham 
Co.   had   been   previously   disciplined   by   the   NASD    (C.T. 

i)13).^^ 

'  At  approximately  the  same  time  plaintiff's  counsel  also  learned 
:  the  existence  of  certain  private  wires  between  the  San  Fran- 
sco  and  New  York  offices  of  Harris,  Upham  &  Co.  which  played 

significant  part  in  Mr.  Wilder's  selective  close-out  scheme  (C.T. 
384,  2088). 

These  were  not  the  only  attempts  of  defendants  to  tamper  with 
/idence  but  were  part  of  a  deliberate  pattern  of  harassment  and 
oncealment  (C.T.  655-658). 

I  62.  The  trial  court's  decision  is  printed  as  Appendix  B  to  the  Opening 
rief  of  Bertha  Hecht. 

63.  The  appellate  court  may  order  a  retrial  on  the  limited  issue  of 
bnitive  damages.  Lampertv.  Reynolds  Metals  Co.,  372  F.2d  245  (9th  Cir. 
067);  Templeton  Feed  and  Grain  v.  Ralston  Purina  Co.,  69  A.C.  477, 
S6,  72  Cal.Rptr.  344,  349  (1968). 

64.  This  was  revealed  by  the  NASD  Decision  disciplining  defendants, 
'pening  Brief  of  Bertha  Hecht,  Appendix  A.  The  two  exhibits  attached 

that  Decision  which  were  inadvertently  omitted  from  that  Appendix 
re  attached  hereto  as  Appendix  B. 

65.  Harris,  Upham  &  Co.'s  counsel  has  stated  that  "Our  reputation  has 
ever  been  questioned"  (R.T.  100)  and  also  written  in  a  memorandum 
iat  its  ""supervisory  policies  have  never  been  criticized  by  the  NASD  or 
k  Stock  Exchange"  (C.T.  2083). 
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United  States,  184  F.2d  802,  822  (9th  Cir.  1950)  and  is  design^ 
"to  compensate  plaintiff  for  the  loss  sustained  as  the  result 
delay  in  receiving  the  amount  to  which  he  is  held  to  be  entitled 
E.  I.  duPont  de  Nemours  &  Co.,  v.  Lyles  &  Lang  Const.  Co.,  2 
F.2d  328,  341-342  (4th  Cir.  1955). 

The  propriety  of  awarding  pre-judgment  interest  in  securitii 
fraud  cases  has  been  repeatedly  recognized.  Collier  v.  Grangi 
258  F.Supp.  717  (S.D.N. Y.  1966);  Ross  v.  Licht,  263  F.Sup 
395,  411  (S.D.N.Y.  1967);  3  Loss,  Securities  Regulation,  17' 
(2d  ed.  1961);  Speed  v.  Transamerica  Corporation,  135  F.Sup 
176,  198  (D.  Del  1955),  modified  and  alf'd  235  F.2d  369  (3: 
Cir.  1956)   (rate  of  pre-judgment  interest  increased) . 

In  the  present  case,  plaintiff  was  awarded  interest  on  the  sp 
cific  and  liquidated  amount  of  commissions  and  interest  she  pa 
to  Harris,  Upham  &  Co. — $232,000.  Since  even  before  Marn 
1964 — when  plaintiff  discovered  the  fraud — defendants  have  h 
the  use  and  benefits  arising  from  their  fraudulent  misappropri 
tion  of  commissions  and  interest  from  plaintiff  and  their  convc 
sion  of  her  Itek  and  Colonial  securities.^^  For  the  same  period 
time,  plaintiff  has  been  deprived  of  the  income  and  capital  growi 
which  she  otherwise  would  have  received  through  investing  the 
amounts  as  well  as  the  remainder  of  her  damages. 

Thus,  while  plaintiff  has  not  yet  been  even  partially  compe 
sated  for  her  losses,  defendants  continue  to  benefit  from  the 
wrongdoing.  An  award  of  interest  is,  therefore,  equitable  and  ji: 
and  should  be  applied  by  this  Court  to  the  entire  amount  of  plai 
tiff's  compensatory  damages.  Speed  v.  Transamerica  Corporatio 
235  F.2d  369,  374  (3rd  Cir.  1956). 


61.     In  addition,  defendants  substantially  benefited  from  bein^  able 
rehypothecate  70-90%  of  the  market  value  of  plaintiff's  securities  pi 
suant  to  a  power  contained  in  their  form  of  margin  agreement  (Plaintif 
Exhibits  94-96) . 
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Vl  E. 

i  PLAINTIFF'S  MOTION  TO  REOPEN  THE  CASE 

ON  THE  ISSUE  OF  PUNITIVE  DAMAGES 

Plaintiff  has  requested  this  Court  to  review  the  trial  court's 
deniaP^  of  her  motion  to  reopen  the  case  on  the  issue  of  punitive 
damages®^  pursuant  to  the  procedure  set  forth  in  Canadian  Inger- 
soll-Rand  Co.  v.  Peterson  Products,  350  F.2d  18,  27  (9th  Cir. 
1965). 

Plaintiff's  motion  was  made  pursuant  to  Rule  60(b)  of  the 
Federal  Rules  of  Civil  Procedure  (C.T.  2013)  because  of  defend- 
ants' fraud  in  concealing  information  from  her  and  because  plain- 
tiff only  discovered  in  August  1968*^^ — contrary  to  a  verified  an- 
swer to  an  interrogatory  given  by  defendants — that  Harris,  Upham 
&  Co.   had   been   previously   disciplined   by   the   NASD    (C.T. 

2013).^^ 

At  approximately  the  same  time  plaintiff's  counsel  also  learned 
of  the  existence  of  certain  private  wires  between  the  San  Fran- 
cisco and  New  York  offices  of  Harris,  Upham  &  Co.  which  played 
a  significant  part  in  Mr.  Wilder's  selective  close-out  scheme  (C.T. 
2084,  2088). 

These  were  not  the  only  attempts  of  defendants  to  tamper  with 
evidence  but  were  part  of  a  deliberate  pattern  of  harassment  and 
concealment  (C.T.  655-658). 


62.  The  trial  court's  decision  is  printed  as  Appendix  B  to  the  Opening 
Brief  of  Bertha  Hecht. 

63.  The  appellate  court  may  order  a  retrial  on  the  limited  issue  of 
punitive  damages.  Lampertv.  Reynolds  Metals  Co.,  372  F.2d  245  (9th  Cir. 
1967);  Templeton  Feed  and  Grain  v.  Ralston  Purina  Co.,  69  A.C.  477, 
486,  72  Cal.Rptr.  344,  349  (1968). 

64.  This  was  revealed  by  the  NASD  Decision  disciplining  defendants. 
Opening  Brief  of  Bertha  Hecht,  Appendix  A.  The  two  exhibits  attached 
to  that  Decision  which  were  inadvertently  omitted  from  that  Appendix 
are  attached  hereto  as  Appendix  B. 

65.  Harris,  Upham  &  Co.'s  counsel  has  stated  that  "Our  reputation  has 
never  been  questioned"  (R.T.  100)  and  also  written  in  a  memorandum 
that  its  "supervisory  policies  have  never  been  criticized  by  the  NASD  or 
the  Stock  Exchange"  (C.T.  2083). 


G6.  The  trial  court  did  not  expressly  rule  either  on  plaintiff's  fraud 
claim  made  under  the  Securities  Act  of  1933  (C.T.  7,  869,  889)  or  on  her 
request  for  attorney's  fees  (e.g.,  C.T.  883,  968-969) .  Because  this  case  was 
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Harris,  Upham  &  Co.  falseiy  denied  under  oath  that  records 
or  information  existed  as  to  commissions  generated  by  Mr.  Wilder 
prior  to  1962  (R.T.  269-271;  C.T.  626-627,  1123-1124,  1202). 
It  also  denied  under  oath  that  Mr.  Wilder  ever  received  any  bonus ;  ie 
whereas,  in  fact,  he  received  two  $5,000  bonuses  because  of  his  |  is 
generation  of  commissions  from  plaintiff's  account  (R.T.  1362- 
63,  1369-71,  1410-1412,  1497-98,  4044-46;  C.T.  622-626;  283  F. 
Supp.  at  436,  439). 

Plaintiff  contends  she  was  entitled  to  have  all  relevant  and 
material  information  before  the  trial  court  before  it  ruled  on  the 
issue  of  punitive  damages  and  requests  this  Court  to  rule  on 
her  motion  to  reopen  on  the  issue  of  punitive  damages  (C.T. 
2010-2076,   2083-2088,   3005-3024). 

F. 
PUNITIVE  DAMAGES  CAN  AND   HERE  SHOULD  BE  AWARDED 

It  would  be  appropriate  to  award  plaintiff  not  only  punitive 
damages  but  also  reasonable  attorney's  fees  as  sanctions  be- 
cause of  defendants'  conduct.  Hillman  v.  Stults,  263  A.C.A.  975, 
1009-1018,  70  Cal.Rptr.  295,  315-320  (1968). 

The  trial  court  properly  held  that  Section  28(a)  of  the  Securi- 
ties Exchange  Act  applied  only  to  actions  expressly  authorized  by 
the  Act  and  not  to  actions,  such  as  the  present  one,  brought  under 
an  implied  right  of  recovery.  283  F.Supp.  at  445. 

Moreover,  it  is  apparent  from  the  language  and  structure  of 
Section  28(a)  that  its  purpose  is  to  prevent  a  double  recovery 
rather  than  to  prohibit  punitive  damages  and  this  interpretation 
has  been  upheld  in  at  least  one  instance.  Bauniel  v.  Rosen,  CCH 
Fed.  Sec.  L.  Rep.,  para.  92,245  (D.  Md.  1968),  p.  97,159. 

Punitive  damages  are  clearly  available  under  the  Savings  Clause 
continuocfin  Section  16  of  the  Securities  Act  of  1933  (15  U.S.C.A. 
§  77p) ,  which  Act  was  invoked  by  plaintiff  .^^  Globus  v.  Law  Re- 


in 
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search  Service,  Inc.,  287  F.  Supp.  188  (S.D.N.Y.  1968) .  Nagel  v. 
Prescott  &  Co.,  36  F.R.D.  445  (N.D.  Ohio  1964). 

Defendants  incorrectly  contend  that  Section  17(a)  of  the 
(Securities  Act  does  not  apply  to  a  broker-dealer  when  he  acts 
las  an  agent  rather  than  as  a  principal  (H.U.  Brief,  115).  Sec- 
tion 17(a)  prohibits  the  use  of  fraudulent  devices  "in  the  offer 
or  sale"  of  securities  and  Section  2(3)  (15  U.S.C.A.  77b  (3)) 
idefines  "offer"  as  including  the  "solicitation  of  an  offer  to  buy." 
■As  Mr.  Wilder  admittedly  solicited — with  two  exceptions — all 
:of  the  transactions  in  plaintiff's  account,  defendants'  fraudulent 
activities  come  within  the  coverage  of  Section  17(a). 

It  has  been  specifically  held  that  a  stockbroker  wilfully  vio- 
lates Section  17(a)  of  the  Securities  Act — as  well  as  Rule  10b- 5 — 
;by  using  a  relationship  of  "trust  and  confidence"  to  "cause  trans- 
lactions  which  are  excessive  in  number  in  view  of  the  invest- 
ment character"  of  the  accounts.  Loo  per  and  Company,  38  SEC 
1294,  300,  (1958).  See  also,  Leonard  v.  Colton,  CCH  Fed.  Sec.  L. 
Rep.,  para.  92,284  (E.D.N.Y.  1968)  ;  Norris  &  Hirschberg,  Inc.  v. 
SEC,  117  F.2d  228,  231  (D.C.  Cir.  1949),  affirming  21  SEC 
S65,  886-887  (1946)  (holding  that  Section  17(a)  was  violated 
fby  a  stockbroker  who  excessively  traded  accounts  to  which  he 
owed  "fiduciary  duties"). 

Punitive  damages,  therefore,  might  here  have  been  awarded 
^nd  plaintiff  is  entitled  to  the  opportunity  to  fully  present  all 
the  evidence  upon  which  a  decision  on  the  issue  of  punitive 
damages  is  to  be  made. 

Further,  although  attorney's  fees  are  not  generally  recoverable 
In  the  absence  of  statute  or  contract,  they  are  recoverable  where 
I — as  here — there  is  malice  or  fraud.  Fremont  Oil  Co.  v.  Marathon 
\Oil  Co.,  192  N.E.2d  123  (Ct.  Com.  Pleas  of  Ohio  1963);  West- 
Ibund  V.  Bond,  8  Alaska  527  (1937);  Cooper  v.  Weissblatt,  277 


long  and  hard  fought  and  demanded  thousands  of  hours  of  counsel's  time 
[land  because  defendants  attempted  to  conceal  evidence  from  her,  plaintiff  is 

deserving  of  an  award  of  a  reasonable  attorney's  fee.  She  cannot  be  made 
;. whole  unless  such  an  award  is  made. 
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N.Y.  Supp.  709,  717  (Sup.Ct.  1935);  Kemp  v.  Miller,  186  S.E. 
99  (Va.  1936). 

CONCLUSION 
Although   the  trial   of  this  case  was  extended,   the  exhibits 

voluminous,  the  memoranda  many,  and  the  arguments  of  defend- 
ants without  end,  it  is  submitted  that  the  task  of  this  Court  is 
relatively  simple. 

The  Court  should  determine  that  jurisdiction  exists  under  the 
Federal  Securities  laws  and  the  common  law  of  California  over 
a  claim  alleging  that  a  securities  account  and  a  commingled  com- 
modies  account  were  fraudulently  churned  and  that  securities 
were  converted.  The  Court  should  then  affirm  the  trial  court's 
findings  that  such  churning  and  conversion  in  fact  occurred;  that 
Harris,  Upham  &  Co.  is  liable  for  the  improper  management  of 
plaintiff's  account;  and  that  the  statute  of  limitations  did  not 
begin  to  run  before  March  1964.  Plaintiff  further  requests  the 
Court  to  hold  (a)  that  estoppel  and  waiver  cannot  properly  be 
applied  against  plaintiff  in  this  case;  (b)  that  plaintiff  is  entitled 
to  be  fully  compensated  for  all  her  damages,  including  the  dam- 
ages caused  by  defendants'  failure  to  properly  manage  her  account 
on  an  investment  basis;  (c)  that  plaintiff  is  entitled  to  an  award 
of  pre-judgment  interest  at  7%  from  March  1964  to  the  date  of 
judgment;  (d)  that  plaintiff  is  entitled  to  receive  her  costs  of 
appeal  and  to  apply  to  the  trial  court  for  an  award  of  reasonable 
counsel  fees  incurred  in  the  prosecution  of  this  action.  The  case 
should  then  be  remanded  to  the  District  Court  for  the  entry  of  a 
judgment  in  conformity  with  the  opinion  of  the  Court. 

Dated  at  San  Francisco,  California,  January  30,  1969- 

Respectfully  submitted, 

Donald  F.  X.  Finn 

LOWENTHAL  &  LOWENTHAL 

By    Reed  H.  Bement 
By    Morris  Lowenthal 

Attorneys  for  Bertha  Hecht 
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Appendix  A 


SAINT  FRANCIS  HOSPITAL 

CONSULTATION  RECORD 

Date:      May  26,  1955 

Name  Mrs.  Bertha  Hecht 

Room  428 

Doctor  Drs.  R.  Kistler  &  G.  Bentinck 

Age  &  Sex  64  years;  female 

Request  for  Consultation  Regarding      Neuropsychiatric  Status. 

Long  history  of  use  of  barbiturates.  In  past 
few  days  has  been  confused,  disoriented, 
and  tremulous. 

Dr.  G.   Bentinck/LJW 
Signature  of  attending  physician 

'.  REPORT  OF  CONSULTANT 

Findings  Acutely  ill  elderly  woman.  Coarse  irregular  twitchings  of  ail  extremi- 
ties. Markedly  confused;  dysarthric;  apparently  responding  to  halluci- 
nations. No  localizing  neurological  signs.  Prominent  palmomental  sign 
on   right. 

Diagnosis     Acute  brain  syndrome  following  "silent"  cerebral  infarction.  Bromide 
intoxication  to  be  ruled  out. 

Recommendations      Supportive  and  symptomatic  treatment. 

/%/      Leon  J.  Whitsell 
Leon  J.  Whitsell,  M.D. 
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pp.  100-104 

H.  Conference  Rep.  No.  1844,  88th  Cong.,  2d 
Sess.  (1964-2  Cum.  BuU.  706) 

H.  Rep.  No.  1337,  83d  Cong.,  2d  Sess.,  p.  A117 
(3  U.S.C.  Cong.  &  Adm.  News  (1954)  4017, 
4254-4255)  - - —  - 

S.  Rep.  No.  124o,  88th  Cong.,  2d  Sess.  (1964-2 
Cum.  Bull.  701) 
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ON  PETITION  FOR  REVIEW  OF  THE  DECISION  OF  THE 
TAX  COURT  OF  THE  UNITED  STATES 


BRIEF  FOR  THE  APPELLEE 


STATEMENT  OF  THE  ISSUES  PRESENTED 
Whether  the  Tax  Court  was  clearly  erroneous  In  holding  that 
the  taxpayer  corporation  did  not  acquire  its  stock  in  certain 
wholly-owned  subsidiary  corporations  by  "purchase"  (as  defined  in 
Section  33^(b)(3)  of  the  Internal  Revenue  Code  of  195^),  thereby 
precluding  the  taxpayer  from  stepping-up  the  basis  of  the  assets 
acquired  in  liquidation  of  these  subsidiaries  pursuant  to  Section 
33^(13) (2)  of  the  Code.  Resolution  of  this  general  question  raises 
the  following  subordinate  issues: 

1.  Whether  the  Tax  Court  was  warranted  in  finding  that  the 
taxpayer  acquired  the  stock  of  two^  its  wholly-owned  subsidiaries 
in  a  non-taxable  "exchange"  under  Section  351  of  the  Code,  rather  than 
by  way  of  an  isolated  "purchase"  of  this  stock; 
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No.   23,019 
BAKER  COMMODITIES,  INC., 

Appellant 

V. 

COMMISSIONER  OF  INTERNAL  REVENUE 


ON  PETITION  FOR  REVIEW  OF  THE  DECISION  OF  THE 
TAX  COURT  OF  THE  UNITED  STATES 


BRIEF  FOR  THE  APPELLEE 


STATEMENT  OF  THE  ISSUES  PRESENTED 
Whether  the  Tax  Court  was  clearly  erroneous  In  holding  that 
the  taxpayer  corporation  did  not  acquire  its  stock  in  certain 
wholly-owned  Bubsidiary  corporations  by  "purchase"  (as  defined  in 
Section  33^(b)(3)  of  the  Internal  Revenue  Code  of  195^),  thereby 
precluding  the  taxpayer  from  stepping-up  the  basis  of  the  assets 
acquired  in  liquidation  of  these  subsidiaries  pursuant  to  Section 
33^('b)(2)  of  the  Code.  Resolution  of  this  general  question  raises 
the  following  subordinate  issues: 

1.  Whether  the  Tax  Court  was  warranted  in  finding  that  the 
taxpayer  acquired  the  stock  of  two^  its  wholly-owned  subsidiaries 
in  a  non-taxable  "exchange"  under  Section  351  of  the  Code,  rather  than 
by  way  of  an  isolated  "purchase"  of  this  stock; 


2.  Whether  the  Tax  Court  was  varranted  in  finuing  that  a 
i5-year  promissory  note,  issued  by  the  taxpayer  in  conjunction  v/ith 
its  acquisition  of  the  stock  of  these  two  subsidiary  corporations, 
constituted  a  "security"  for  purposes  of  Section  351; 

3.  Whether,  in  the  alternative,  the  Tax  Court  properly 
determined  that  the  taxpayer  was  ineligible  for  a  stepped -up  basis 
because  it  acquired  all  the  stock  of  these  two  subsidiary  corporation 
from  persons  deemed  to  be  related  to  the  taxpayer  pursuant  to  the 
constructive  ownership  rules  set  forth  in  Section  318  of  the  Code, 
and  that  under  Section  33^(b)(3)(c)  such  an  acquisition  does  not 
qualify  for  a  stepped-up  basis  under  Section  33^(b)(2); 

k.     Whether  the  Tax  Court  properly  determined  that  the  taxpayer 

acquired  all  its  stock  in  a  third  wholly-owned  subsidiary  from  person 

deemed  to  be  related  to  the  taxpayer,  with  the  same  consequences  as 

in  3,  supra;     ^ 

5.  Whether,  in  applying  the  constructive  ownership  rules  of 

Section  3l8>  the  Tax  Court  properly  determined  that  a  certain 

partnership  (whose  partners  were  also  stockholders  in  taxpayer 

corporation)  was  in  existence  where  it  had  ceased  to  be  engaged  in 

an  active  business,  yet  continued  to  collect  monies  owed  to  it,  and 

was  not  legally  or  factually  dissolved  or  terminated  under  state  law. 

STATEMENT  OF  THE  CASE 
This  petition  for  review  involves  federal  income  taxes  in  the 
amount  of  $291,237.69  for  the  taxable  year  ended  June  30,  19^2,  and  -^ 
itil37,732.5^  for  the  taxable  year  ended  June  30,  I963.   (l-R.  l62-l637 

~7  T-K.  references  are  to  the  Transcript  of  Record ,  Volume  One, 
whicn  inciudas  the  docuiuents  of  record  filed  with  the  Clerk  of  the 
Tax  Court  and  the  Findings  of  Fact  and  Opinion  of  the  court. 


e  Tax  Court  entered  Ite  decision  on  the  issues  Involved  herein 
r  the  Commissioner  on  February  27,  1968  (l-R.  162- 163),  and  the 

xpayer  filed  its  petition  for  review  of  this  decision  on  March  28, 

2/ 
68  (l-R.  16k),         Jurisdiction  is  conferred  on  this  Court  by 

ction  TU82  of  the  Internal  Rerenue  Code  of  195^. 

2/ 

The  facts  found  by  the  Tax  Court  were  based  upon  a  partial 
ipulation  of  facts  with  exhibits  attached  thereto  (l-R.  62-78),  the 
stimony  of  several  witnesses,  and  several  exhibits  received  in 
idence  during  the  course  of  the  trial,  and  may  be  restated  as 
Hows : 

Taxpayer,  Baker  Commodities,  Inc.,  is  a  California  corporation 
ving  its  principal  office  in  Los  Angeles,  California.  It  filed  its 
deral  income  tax  returns  for  the  yeeu's  in  question  with  the 
strict  Director  of  Internal  Revenue,  Los  Angeles,  California. 
-R.  89.) 


The  Tax  Court  proceedings  in  this  case  were  consolidated  with 
ree  other  related  cases  involving  three  individuals,  Frank  Jerome, 
rney  Jerome,  and  Paul  Jerome,  and  their  respective  spouses.  The 
romes  transferred  their  stock  in  four  corporations  to  the  taxpayer 
rporation  in  return  for  a  15-year  promissory  note.  The  Jeromes 
re  also  stockholders  of  taxpayer  corporation.  The  Tax  Court  held 
at  the  Jeromes  were  entitled  to  report  the  pajnnents  received  on  this 
be  as  amounts  received  in  "exchange"  of  a  capital  asset,  thereby 
;oducing  capital  gain  treatment.  The  Commissioner  has  accepted  the 
K  Court's  determination  on  this  point,  and  the  cases  involving  the 
ree  individuals  are  not  part  of  this  appeal.  In  addition,  the  Tax 
irt's  determination  that  the  taxpayer  corporation  involved  in  this 
ise  was  entitled  to  deduct  interest  payments  on  this  15-year  note  is 
30  not  part  of  this  appeal. 

,  The  findings  of  fact  and  opinion  of  the  Tax  Court  are  officially 
toorted  at  kQ  T.C.  No.  39  (1967). 


2.  Whether  the  Tax  Court  was  varranted  in  finaing  that  a 
i5-year  promissory  note,  issued  by  the  taxpayer  in  conjunction  wit 
its  acquisition  of  the  stock  of  these  two  subsidiary  corporations, 
constituted  a  "security"  for  purposes  of  Section  351; 

3.  Whether,  in  the  alternative,  the  Tax  Court  properly 
determined  that  the  taxpayer  was  ineligible  for  a  stepped-up  basis 
because  it  acquired  all  the  stock  of  these  two  subsidiary  corporat 
from  persons  deemed  to  be  related  to  the  taxpayer  pursuant  to  the 
constructive  ownership  rules  set  forth  in  Section  3l8  of  the  Code, 
and  that  under  Section  33^(b)(3)(c)  such  an  acquisition  does  not 
qualify  for  a  stepped-up  basis  under  Section  33^(1^) (2); 

k.     Whether  the  Tax  Court  properly  determined  that  the  taxpaye 

acquired  all  its  stock  in  a  third  wholly-owned  subsidiary  from  per 

deemed  to  be  related  to  the  taxpayer,  with  the  seime  consequences  a 

in  3,  supra;     ^ 

5.  Whether,  in  applying  the  constructive  ownership  rules  of 

Section  3l8,  the  Tax  Court  properly  determined  that  a  certain 

partnership  (whose  partners  were  also  stockholders  in  taxpayer 

corporation)  was  in  existence  where  it  had  ceased  to  be  engaged  in 

an  active  business,  yet  continued  to  collect  monies  owed  to  it,  an 

was  not  legally  or  factually  dissolved  or  terminated  under  state  1 

STATEMENT  OF  THE  CASE 
This  petition  for  review  involves  federal  income  taxes  in  the 
amount  of  $291,237.69  for  the  taxable  year  ended  June  30,  19^2,  an 
$137,732.5^  for  the  taxable  year  ended  June  30,  I963.   (l-R.  162-I 


iT  T-R,  references  are  to  the  Transcript  of  Record ,  Volume  One, 
whicn  includas  the  documents  of  record  filed  with  the  Clerk  of  the 
Tax  Court  and  the  Findings  of  Fact  and  Opinion  of  the  court. 


The  Tax  Court  entered  Ite  decision  on  the  iesues  involved  herein 
for  the  Commissioner  on  February  2T,  1968  (l-R.  162- 163),  and  the 
taxpayer  filed  its  petition  for  review  of  this  decision  on  March  28, 
1968  (I-R.  l&v).         Jurisdiction  is  conferred  on  this  Court  by 
Section  TU82  of  the  Internal  Revenue  Code  of  195^. 

The  facts  found  by  the  Tax  Court  were  based  upon  a  partial 
stipulation  of  facts  with  exhibits  attached  thereto  (l-R.  62-78),  the 
testimony  of  several  witnesses,  and  several  exhibits  received  in 
evidence  during  the  course  of  the  trial,  and  may  be  restated  as 
follows : 

Taxpayer,  Baker  Commodities,  Inc.,  is  a  California  corporation 
having  its  principal  office  in  Los  Angeles,  California.  It  filed  its 
federal  income  tax  returns  for  the  yeare   in  question  with  the 
District  Director  of  Internal  Revenue,  Los  Angeles,  California. 
(I-R.  89.) 


2/  The  Tax  Court  proceedings  in  this  case  were  consolidated  with 
three  other  related  cases  involving  three  individuals,  Frank  Jerome, 
Varney  Jerome,  and  Paul  Jerone,  and  their  respective  spouses.  The 
Jeromes  transferred  their  stock  in  four  corporations  to  the  taxpayer 
corporation  in  return  for  a  15-year  promissory  note.  The  Jeromes 
were  also  stockholders  of  taxpayer  corporation.  The  Tax  Court  held 
that  the  Jeromes  were  entitled  to  report  the  payments  received  on  this 
note  as  amounts  received  in  "exchange"  of  a  capital  asset,  thereby 
producing  capital  gain  treatment.  The  Commissioner  has  accepted  the 
Pax  Court's  determination  on  this  point,  and  the  cases  involving  the 
three  individuals  are  not  part  of  this  appeal.  In  addition,  the  Tax 
Court's  determination  that  the  taxpayer  corporation  involved  in  this 
case  was  entitled  to  deduct  interest  payments  on  this  15-year  note  is 
also  not  part  of  this  appeal. 

1/  The  findings  of  fact  and  opinion  of  the  Tax  Court  are  officially 
reported  at  kQ  T.C.  No.  39  (196?). 


The  present  controversy  involves  a  determination  of  the  basis 
to  be  assigned  to  certain  assets  acquired  by  the  taxpayer  on 
liquidation  of  three  of  its  wholly-owned  subsidiary  corporations, 
the  stock  in  which  corporations  was  acquired  from  a  partnership 
known  as  Jerome  Brothers  in  two  separate  transactions,  one  in  I96I 
and  the  other  in  I962.  Since  the  resolution  of  the  issues  presents 
depends  upon  an  analysis  of  the  circumstances  and  conditions  surroui 
the  taxpayer's  acquisition  of  the  stock  in  these  subsidiary  corporal 
the  facts  relating  to  each  transaction  will  be  presented  separately, 
Facts  Relating  to  the  I96I  Transaction 

Frank,  Paul,  and  Varney  Jerome  are  brothers  who  have  been  equ£ 
business  partners  since  I929  under  the  name  of  Jerome  Brothers.  In 
its  early  years,  the  partnership  engaged  in  the  fertilizer  business. 
After  discontinuing  its  fertilizer  operations  in  1937,  it  entered 
the  business  of  rendering  animal  meat  by-products  into  animal  feedir 
fats  and  inedible  tallow.   (l-R.  90-91.) 

The  partnership  continually  expanded  its  operations  and  by  Jur 
1961,  it  owned  interests  in  four  corporations  which  were  engaged 
principally  in  the  rendering  and  tallow  business;  and  the  partnersW 
itself  conducted  rendering  businesses  under  fictitious  names  in  the 
New  Mexico,  Honolulu,  and  Los  Angeles  areas.  The  corporations  were 
Baker  Commodities,  Inc.  ("Old  Baker"),  Phoenix  Tallow  Company 


V  Since  the  taxpayer  involved  in  this  case  adopted  the  same  name 
(Baker  Commodities,  Inc.)  as  one  of  the  corporations  formerly  owned 
by  the  Jerome  Brothers  partnership,  the  designations  "New  Baker"  and 
"Old  Baker"  have  been  adopted  to  distinguish  the  former  from  the 
latter. 


("Phoenix"),  Kerman  Tallow  WorkB  ("Kerman"),  and  San  Joaquin  Packing 
Company  ("San  Joaquin").  The  Jerome  Brothers  partnership  owned  100^ 
of  the  stock  in  Old  Baker  and  Phoenix,  and  50^  of  the  stock  in  Kerman 
and  San  Joaquin.  The  remaining  50^  of  the  stock  in  Kerraan  and  San 
Joaquin  was  owned  by  R.S.  Wilson  Company  ("Wilson  Co."),  a  California 
corporation  owned  entirely  "by  Robert  S.  Wilson,  who  had  been  doing 
business  with  the  Jerome  Brothers  partnership  since  19^7.  The 
partnership  also  owned  certain  pieces  of  real  property  which  had  been 
used  in  connection  with  the  rendering  business.  (l-R.  91-93*) 

In  addition  to  their  rendering  and  tallow  activities,  the  Jerome 
brothers  Joined  together  in  195^  with  Jack  Keith  in  forming  a  general 
partnership  called  Keith  Engineering  Company,  which  partnership  was 
still  in  existence  as  of  the  time  of  trial  of  this  case.  Keith  was 
a  50^  partner  and  the  three  Jeromes  owned  the  other  50^  equally.  Keith 
was  an  engineer  who,  since  19^T>  had  done  considerable  engineering 
work  for  the  Jerome  Brothers  partnership,  and  after  the  formation  of 
the  Keith  partnership  with  the  Jeromes,  the  Keith  partnership  was 
closely  associated  with  the  business  of  Old  Baker  and  other  Jerome 
Interests,  including  the  development  of  much  of  the  plant  equipment 
and  techniques  which  the  Jeromes  used  in  their  rendering  business. 
(I-R.  66,  93-9^,  111-112.) 

The  Jeromes  were  also  Involved  in  two  limited  partnerships, 
American  Extraction  Company  ("American")  and  Manchester  Medical 
Hospital  ("Manchester").  American  was  created  in  1956  for  the  sole 
purpose  of  purchasing  sewer  skimmings  in  order  to  extract  and  market 
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rease  contained  therein.  Manchester  was  created  in  1958  for  the 
ole  purpose  of  constructing,  owning  and  operating  a  convalescent 
ospital.  Five  of  the  limited  partners  in  each  of  these  partnerships 
ere  also  key  employees  of  the  Jeromes  in  their  rendering  businesses, 
nd  Jack  Keith  and  Robert  S.  Wilson  (associates  of  the  Jeromes  in 
ther  ventures  described  above)  were  also  limited  partners  in 
merican.   (l-R.  93,  llU-116.) 

Beginning  in  the  early  1950' b,  the  three  Jerome  brothers  began 
onsidering  the  problem  of  perpetuating  their  tallow  and  rendering 
usiness.  They  were  concerned  with  the  ownership  and  management  of 
hat  business  after  their  deaths,  and  inasmuch  as  the  brothers  had 
o  relatives  other  than  each  other  who  were  in  the  top  management  of 
he  business,  they  determined  to  transfer  it  to  a  group  composed  of 

hemselves  and  seven  other  men,  six  of  whom  were  key  employees  of 

6/ 
he  partnership.    The  seventh.  Jack  Keith,  was  a  partner  of  the 

eromes  in  Keith  Engineering  Company  and  American  Extraction  Company. 
I-R.  93,  116.)  1 

/  The  respective  percentages  of  the  American  and  Manchester 
artnerships  owned  by  the  Jeromes  and  the  other  partners  are  set  forth 
n  the  Tax  Court's  findings  of  fact.  (l-R.  Ili4-,  ll6. ) 

/  The  six  employees  selected  by  the  Jerome  brothers  to  participate 
n  the  transfer  of  the  partnership  business,  together  with  their  period 
f  association  with  the  business,  were  the  following:  Stephen  Frank 
hultz,  employed  since  1950;  Louis  J.  Frederick,  employed  since  1952; 
alter  Sanderson,  employed  since  1953 i  James  M.  Andreoli,  employed 
ince  I95I;  Laverne  A.  Nelson,  employed  since  1951;  and  J.E.  Rickert, 
mployed  since  I958.  The  Stipulation  of  Facts  indicates  that  these 
lersons  were  also  employed  by  Old  Baker  in  the  following  capacities: 
chultz-Vice-President  and  General  Manager;  Frederick-Vice-President 
n  charge  of  sales;  Sanderson-Plant  Superintendent;  Andreoli-Controller 
nd  Office  Manager;  Nelson-Accountant  and  Auditor;  and  Rickert- Vice- 
"resident  in  charge  of  Customer  and  Public  Relations.   (I-R.65,  66,  93.! 
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In  the  late  1950's,  the  three  Jerome  brothers  began  informal 
discussions  with  the  seven  keymen  as  to  the  possibility  of  transferring 
to  them  a  part  ownership  in  the  partnership's  tallow  and  rendering 
business.  After  a  period  of  negotiations  and  appraisals  of  the 
various  assets  to  be  transferred,  in  early  I96I,  all  ten  individuals 
agreed  to  a  price  of  $3,212,000  for  the  partnership  assets  in 
question.  No  part  of  the  negotiated  price  was  attributable  to  goodwill. 
In  May,  I96I,  the  parties  and  their  accountant  consulted  with  tax 
counsel  for  the  purpose  of  having  the  contemplated  transaction 
effectuated  in  the  most  beneficial  manner  from  a  tax  point  of  view. 
(I-R.  9^-98.) 

It  was  then  decided  that  the  transaction  should  be  carried  out 
by  utilizing  a  corporation.  Accordingly,  on  May  2,  I961,  the 
taxpayer  corporation,  which  had  been  organized  under  the  name  of 

American  Extraction  Company  in  1956,  was  reactivated  and  its  name 

1/ 
changed  to  Jerome  Brothers.    (In  July,  I961,  the  taxpayer  corporation' 

name  was  again  changed  from  Jerome  Brothers  to  Baker  Commodities, 

Inc.,  hereinafter  also  referred  to  as  "New  Baker",)   On  or  about 

June  23,  1961,  each  of  the  seven  keymen  and  the  three  Jeromes  made 

a  capital  contribution  to  the  taxpayer  corporation  in  the  amount  of 

$500,  for  a  total  paid-in  capital  of  $5,000,  and  in  return  each  of 

these  10  individuals  acquired  5  shares  or  10^  of  the  issued  and 

outstanding  capital  stock  of  taxpayer  corporation.   (l-R.  99-100.) 

2/  The  American  Extraction  Company  and  Jerome  Brothers  corporations 
were  legal  entities  separate  and  distinct  from  the  previously 
mentioned  partnerships  with  the  same  names. 


.  8  - 

Three  days  later,  on  June  26,  I96I,  an  "Agreement  of  Purchase  and 
Sale"  was  entered  into  between  the  Jerome  Brothers  partnership,  as 
"seller",  the  taxpayer  (New  Baker)  as  "buyer",  and  the  individual 
stockholdeiB  of  the  corporation,  under  which  the  taxpayer  acquired  from 
the  partnership  100^  of  the  stock  of  Old  Baker  and  Phoenix  and  50^  of 
the  stock  of  Kerman  and  San  Joaquin,  together  with  two  parcels  of  real 
estate  owned  by  the  partnership  and  used  in  its  rendering  business. 
The  agreement  provided  for  a  purchase  price  of  $3,150,000  together 
with  an  assumption  of  indebtedness  of  the  partnership  in  the  amount 
of  $62,000,  amounting  to  a  total  purchase  price  of  $3,212,000.  The 
purchase  price  was  evidenced  by  a  15-year  promissory  note  in  the 
principal  amount  of  $3,150,000,  bearing  interest  at  the  level  rate 
of  $80,000  per  year,  with  principal  payable  in  equal  annual 
installments  of  $200,000  over  the  15-year  period.   (l-B.  100.) 

Under  the  terms  of  the  agreement,  each  of  the  10  stockholders 
was  required,  at  the  time  of  closing,  to  pledge  k,6  ot  his  5  shares, 
or  92  percent  thereof,  with  a  pledgeholder  for  the  purpose  of  securing 
the  payment  of  the  promissory  note.  The  pledge  agreement,  executed 
by  the  10  individual  stockholders  of  taxpayer,  was  incorporated  by 
reference  into  the  agreement  of  purchase  and  sale  and  provided  that 
although  the  pledged  stock  was  to  be  transferred  to  a  pledgeholder, 
the  pledgors  (stockholders)  would  retain  their  voting  rights  in 
taxpayer.  (l-R.  100-101,  IO3,) 


-  9  - 

In  addition,  the  agreement  imposed  the  following  restrictions 

on  the  corporation  so  long  as  any  part  of  the  promissory  note 

remained  unpaid  (l-R.  101-102): 

COVENANTS  OF  BUYER 

*  M-  ¥■  Buyer  will  not,  without  prior  written 
consent  of  Seller: 

A.  Make  any  change  in  the  compensation,  direct 
or  indirect,  to  any  officers  or  Stockholders  of 
Buyer; 

B.  Permit  any  form  of  distribution  of  its 
corporate  assets  including,  but  without  limitation 
thereto,  the  payment  of  dividends  in  stock  or  in 
cash; 

C.  Make  any  sale,  assignment,  conveyance, 
mortgage,  pledge,  encumbrance  or  lien  of  any  of 
its  assets,  or  any  part  thereof,  except  in  the 
usual  and  ordinary  course  of  business; 

D.  Amend  its  Articles  of  Incorporation  or 
issue  any  additional  shares  of  stock  of  any  class; 

E.  Create  any  new  debt  of  Buyer  in  excess  of 
$500,000.00  except  in  the  usual  and  ordinary  course 
of  business  in  connection  with  purchase  money 
obligations  and  obligations  under  conditional  sales 
contracts  or  other  title  retention  agreements  with 
respect  to  new  equipment  acquired  by  the  Buyer  for 
use  in  the  ordinary  and  usual  conduct  of  its 
business; 

F.  Make  loans,  advances  or  guarantees  to 
any  person,  firm  or  corporation  except  by  way  of 
assumption  of  liabilities  of  any  subsidiary  of  the 
Buyer  in  connection  with  the  liquidation  and  dis- 
solution thereof  and  except  that  the  buyer  may  make 
loans  or  advances  not  exceeding  at  any  time  the 
aggregate  amount  of  $100,000.00  of  which  amount  not 
more  than  $25,000.00  in  the  aggregate  shall  consti- 
tute loans  or  advances  to  officers  or  employees  of 
the  Buyer; 
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0,  Purchase  or  acquire  stock  or  securities  or 
assets  or  the  business  of  any  other  person,  firm 

or  corporation  except:  (l)  "by  liquidation  and 
dissolution  of  a  subsidiary;  or  (2)  all  or  a  portion 
of  the  assets  and  business  of  any  person,  firm  or 
corporation  engaged  In  a  business  similar  to  that  of 
the  Buyer  provided  that  the  p\irchase  price  paid  for 
any  such  transaction  of  purchase  or  acquisition  shall 
not  exceed  $250,000.00; 

H.  Enter  Into  any  partnership  arrangement; 

1.  Merge  or  consolidate  with  any  other 
corporation. 

The  Buyer  further  covenants  that  Buyer  vill 
at  all  times  carry  multiple  risk  insurance  and 
maintain  public  liability  and  property  damage 
Insurance  satisfactory  to  the  Seller  and  that  it 
will  maintain  its  corporate  existence  and  all 
licenses  and  franchises  necessary  or  desirable  to 
the  profitable  conduct  of  Buyer's  business. 

Also  on  June  26,  I96I,  the  taxpayer  and  its  stockholders 

ntered  into  an  agreement  of  purchase  and  sale  with  the  Wilson 

ompany  pursuant  to  which  taxpayer  "purchased"  from  that  company 

he  remaining  50^  of  the  corporate  stock  of  Kerman  and  San  Joaquin. 

he  agreement  provided  for  a  total  purchase  price  of  $250,500, 

0  be  evidenced  by  a  promissory  note  in  that  amount  with  Interest 

t  the  rate  of  6  percent  per  annum  on  the  unpaid  balance.  Principal 

nd  Interest  were  payable  in  30  semiannual  Installments  of 

12,725. IfO  each.  In  all  other  respects  this  contract  contained  the 

ame  terms,  provisions,  and  conditions  as  the  agreement  entered  into 

n  the  same  day  between  the  Jerome  Brothers  partnership  and  the 

axpayer.  Including  a  pledge  agreement  entered  into  by  the  10 


8/ 
^  stockholders  of  taxpayer  In  favor  of  the  Wilson  Company.    Robert 

S.  Wilion,  sole  ovner  of  the  Wilson  Company,  was  aware  that  the 

price,  terms,  and  conditions  surrounding  the  transfer  to  taxpayer 

of  his  company's  50  percent  Interest  in  Kerman  and  San  Joaquin  were 

identical  to  those  surrounding  the  transfer  by  the  Jerome  Brothers 

partnership  to  the  taxpayer  of  the  other  50  percent  interest  in 

these  two  corporations.  (l-R.  105- 106.) 

By  reason  of  the  acquisition  of  100^  of  the  stock  of  Old  Baker, 
Phoenix,  Kerman,  and  San  Joaquin,  those  corporations  became  wholly 
owned  subsidiaries  of  taxpayer  (New  Baker).  At  all  times  after 
June  26,  1961,  San  Joaquin  and  Phoenix  continued  to  be  operated  by 
taxpayer  as  wholly  ownes  subsidiaries.  However,  within  5  days 
after  June  26,  I96I,  taxpayer  adopted  resolutions  to  completely 
liquidate  Old  Baker  and  Kerman,  and  such  liquidations  were  carried 
out  and  the  assets  of  Old  Baker  and  Kerman  were  distributed  to 
taxpayer  in  cancellation  of  their  stock.  (l-R.  IO6-IOT.) 

Shortly  after  the  liquidation  of  Old  Baker  and  Kerman,  taxpayer's 

internal  auditing  staff  and  outside  accountant  allocated  the  purchase 

price  of  the  stock  to  the  various  tangible  assets  acquired  by  taxpayer 

as  the  basis  thereof.  Within  three  months  after  the  allocations  were 

made,  the  taxpayer  sold  several  items  of  equipment  at  a  price  which 

was  $108,228.57  less  than  their  recently  allocated  basis.   (l-R.  IO7-IO8.] 

8/  The  pledge  agreement  in  favor  of  the  Wilson  Company  provided  that 
the  stockholders  as  a  gyoup  would  deposit  k   shares  of  taxpayer 
corporation's  stock  with  the  pledgeholder.  Since  k6   of  the  50  issued 
and  outstanding  shares  of  taxpayer  were  already  pledged,  the  pledging 
of  the  remaining  k   shares  left  none  of  taxpayer's  stock  unpledged  as 
of  June  26,  1961.  (I-R.  106.) 
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Each  of  the  stockholders  of  taxpayer,  with  the  exception  of 
bh,  was  at  all  times  from  June  26,  I96I,  to  the  time  of  the  trial 
employee  of  taxpayer.  At  the  time  of  trial  Shultz  was  a 
5-president  and  general  manager  of  taxpayer;  Frederick  was 
Loyed  as  its  vice-president  in  charge  of  sales;  Andreoli  was 
Loyed  as  its  treasurer,  controller,  and  office  manager;  Sanderson 
plant  superintendent;  Nelson  was  secretary;  and  Rickert  was 

^-president  in  charge  of  customer  relations.  Each  of  these  six 

iti 
Loyees  held  substantially  the  same  positions  as  employees  of  Old 

;r.  However,  these keymen,  principally  Andreoli,  assumed  more 

ponsibility  and  more  administrative  control  over  the  taxpayer 

1  they  had  before.  Varney  Jerome  was  employed  as  general  manager 

Phoenix  and  was  an  employee  of  taxpayer;  Paul  Jerome  was  employed 

taxpayer  as  general  manager  of  its  Albuquerque  operations;  and 

ik  Jerome  was  employed  by  taxpayer  as  its  president.   (l-R.  65,  I08,  10 

At  the  time  taxpayer  acquired  the  tallow  and  rendering  business 

a  the  Jerome  Brothers  partnership,  there  existed  obligations  owing 

a  the  partnership  to  the  Bank  of  America.  Inasmuch  as  taxpayer 

to  assume  these  partnership  obligations,  the  bank,  in  order  to 

:ect  itself,  required  the  three  Jerome  brothers  to  subordinate 

taxpayerfe  15-year  promissory  note  to  the  bank  loan  and,  in 

Ltion,  to  personally  guarantee  taxpayer's  indebtedness  to  the 

I.      (I-R.  110.) 

( 
t 

\ 
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Upon  audit  of  taxpayer's  income  tax  returns  for  the  fiscal 
ears  ended  June  30,  I962  and  June  30,  I963,  the  Commissioner 

2/ 

lisallowed  a  new  basis  to  taxpayer  under  Section  33^(b)(2)   for 
he  assets  acquired  in  the  196I  liquidation  of  Old  Baker  and  Kerraan, 
,nd  determined  that  the  basis  of  such  assets  was  the  same  as  in  the 
lands  of  these  subsidiary  corporations.  Such  disallowance  resulted 
m  the  following  adjustments:  (1)  for  the  taxable  years  ended  June  30, 

E.962,  and  1963,  taxpayer's  depreciation  deductions  were  reduced  by 
;he  sums  of  $391,557  and  $202,855,  respectively;  (2)  for  the  year 
mded  June  30,  1962,  t€ucx)ayer's  deduction  of  a  loss  in  the  amount  of 
^108,228.57  on  the  sale  of  certain  assets  was  disallowed  and  it  was 
determined  instead  that  taxpayer  realized  a  gain  of  $31,820  on  such 
Bale;  and  (3)  for  the  year  ended  June  30,  I962,  taxpayer's  opening 
Inventory  was  reduced  by  the  sum  of  $10^,190.76,  thereby  reducing 
Its  deduction  for  cost  of  goods  sold  by  that  amount.  (l-R.  35,  Uo, 
I2U.) 

Taxpayer  sought  review  on  this  issue  by  petition  to  the  Tax 
Court  of  the  United  States.  (l-R.  1-25.)  On  the  basis  of  the 
stipulated  facts,  the  testimony  and  exhibits  in  the  case,  the  Tax 
Court,  sustaining  the  deficiencies  determined  by  the  Commissioner 
on  the  issue  herein  involved,  held  that  taxpayer  was  not  entitled 
to  use  a  stepped-up  basis  in  computing  depreciation,  cost  of  goods 
Isold,  and  loss  on  the  sale  of  the  assets  acquired  on  liquidation  of 

^   References  to  sections  are  to  the  Internal  Revenue  Code  of  195^^ 
unless  otherwise  indicated. 


-  12  - 

Each  of  the  stockholders  of  taxpayer,  vith  the  exception  of 
5ith,  was  at  all  times  from  June  26,  I96I,  to  the  time  of  the  trial 
n  employee  of  taxpayer.  At  the  time  of  trial  Shultz  was  a 
tce-presldent  and  general  manager  of  taxpayer;  Frederick  was 
nployed  as  its  vice-president  in  charge  of  sales;  Andreoli  was 
nployed  as  its  treasurer,  controller,  and  office  manager;  Sanderson 
as  plant  superintendent;  Nelson  was  secretary;  and  Rickert  was 
Ice-president  in  charge  of  customer  relations.  Each  of  these  six 
nployees  held  substantially  the  same  positions  as  employees  of  Old 
aker.  However,  these  keymen,  principally  Andreoli,  assumed  more 
ssponsibility  and  more  administrative  control  over  the  taxpayer 
ton  they  had  before.  Varney  Jerome  was  employed  as  general  manager 
f  Phoenix  and  was  an  employee  of  taxpayer;  Paul  Jerome  was  employed 
f   taxpayer  as  general  manager  of  its  Albuquerque  operations;  and 
rank  Jerome  was  employed  by  taxpayer  as  its  president.   (l-R.  65,  I08, 

At  the  time  taxpayer  acquired  the  tallow  and  rendering  business 
rom  the  Jerome  Brothers  partnership,  there  existed  obligations  owing 
pom  the  partnership  to  the  Bank  of  America.  Inasmuch  as  taxpayer 
as  to  assume  these  partnership  obligations,  the  bank,  in  order  to 
potect  itself,  required  the  three  Jerome  brothers  to  subordinate 
le  taxpayer^  15-year  promissory  note  to  the  bank  loan  and,  in 
idition,  to  personally  guarantee  taxpayer's  indebtedness  to  the 
ink.   (I-R.  110.) 
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Upon  audit  of  taxpayer's  Income  tax  returns  for  the  fiscal 
years  ended  June  30,  I962  and  J\ane  30,  I963,   the  CommisBioner 

2/ 

disallowed  a  new  basis  to  taxpayer  under  Section  33^(b)(2)   for 
the  assets  acquired  In  the  196I  liquidation  of  Old  Baker  and  Kerraan, 
and  determined  that  the  basis  of  such  assets  was  the  same  as  in  the 
hands  of  these  subsidiary  corporations.  Such  disallowance  resulted 
in  the  following  adjustments:  (l)  for  the  taxable  years  ended  June  30, 
1962,  and  1963,  taxpayer's  depreciation  deductions  were  reduced  by 
the  sums  of  $391,557  and  $202,855,  respectively;  (2)  for  the  year 
ended  June  30,  1962,  taxpayer's  deduction  of  a  loss  in  the  amount  of 
$108,228.57  on  the  sale  of  certain  assets  was  disallowed  and  it  was 
determined  instead  that  taxpayer  realized  a  gain  of  $31,820  on  such 
sale;  and  (3)  for  the  year  ended  June  30,  I962,  taxpayer's  opening 
inventory  was  reduced  by  the  sum  of  $10ij-,190.76,  thereby  reducing 
its  deduction  for  cost  of  goods  sold  by  that  amount.  (l-R.  35,  kO, 
12»+.) 

Taxpayer  sought  review  on  this  issue  by  petition  to  the  Tax 
Court  of  the  United  States.  (l-R.  1-25.)  On  the  basis  of  the 
stipulated  facts,  the  testimony  and  exhibits  in  the  case,  the  Tax 
Court,  sustaining  the  deficiencies  determined  by  the  Commissioner 
on  the  issue  herein  Involved,  held  that  taxpayer  was  not  entitled 
to  use  a  stepped-up  basis  in  computing  depreciation,  cost  of  goods 
sold,  and  loss  on  the  sale  of  the  assets  acquired  on  liquidation  of 

2/  References  to  sections  are  to  the  Internal  Revenue  Code  of  195^, 
unless  otherwise  indicated. 
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oid Baker  and  Kerman,  on  the  ground  that  these  subsidiary  corporations 
were  acquired  in  a  Section  351  exchange  and  not  by  "purchase"  within 
the  purview  of  Section  33^(b)(3)(B).  As  an  alternate  ground  for  its 
decision,  the  Tax  Court  held  that  even  if  the  transaction  by  which 
taxpayer  acquired  stock  in  Old  Baker  and  Kerman  constituted  a  sale 
rather  than  a  Section  351  exchange,  taxpayer  would  still  not  be 
entitled  to  a  stepped-up  basis  on  the  assets  received  upon  liquidation 
of  these  two  subsidiaries  on  the  ground  that  such  stock  was  acquired 
from  related  persons  under  the  constructive  stock  ownership  rules  of 
Section  318.  (l-R.  lU7-li^8. ) 

Facts  Relating  to  the  I962  Transaction 

A  Panamanian  corporation  known  as  Veronica  Ccmpania  Naviera 
S.A.  ("Veronica")  was  organized  by  the  three  Jerome  brothers  in  1956. 
The  purpose  of  the  corporation  was  to  engage  in  the  chartering  and 
operation  of  ocean-going  vessels.  As  of  December  I962,  all  of  the 
Veronica  stock  was  owned  by  the  Jerome  brothers  in  equal  amounts. 
After  being  advised  by  their  attorney  that  the  Revenue  Act  of  I962 
would  cause  adverse  tax  consequences  to  United  States  citizens  owning 
stock  in  foreign  corporations,  the  brothers  indicated  a  willingness 
to  sell  their  Veronica  stock.   (l-R.  II8.) 

By  an  "Agreement  for  the  Sale  of  Stock"  dated  December  20, 
1962,  the  taxpayer  acquired  all  of  the  Veronica  stock  from  the 
Jerome  brothers.  The  total  purchase  price  was  $1,100,000,  of  which 
$350,000  represented  the  estimated  value  of  a  certain  marketing 
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agreement  between  Veronica  and  a  Philippine  corporation,  Legaspi 
Oil  Company.  The  purchase  price  was  payable  in  the  form  of  promissory 
notes  executed  by  taxpayer  to  each  of  the  three  Jerome  brothers  in 
the  amount  of  $366,666.67.  (I-R.  121-122.) 

On  December  31>  1962,  ttocpayer   liquidated  Veronica,  and  all 
its  assets  and  liabilities.  Including  the  marketing  agreement,  were 
transferred  to  taxpayer.  For  the  fiscal  year  ended  June  30,  1963, 
taxpayer  deducted  $25,800  as  amortization  of  the  marketing  agreement, 
using  the  basis  of  $350,000  for  such  agreement.  On  audit  of  said 
return,  the  Commissioner  determined  that  taxpayer  was  not  entitled 
to  a  new  basis  for  the  assets  received  in  liquidation  of  Veronica  on 
the  ground  that  such  stock  was  not  acquired  by  "purchase"  as  required 
by  Section  33^('b)(2),  since  it  was  acquired  from  related  persons 
under  the  constructive  stock  ownership  rules  of  Section  318.  The  Tax 
Court  upheld  the  Ccimnissioner's  determination  on  this  issue.  (I-R. 

ifo,  151-156.) 

Facts  Relating  to  the  Constructive  Ownership  Question 
The  application  of  the  constructive  stock  ownership  rules  of 
Section  318  as  an  alternative  gro\ind  for  denying  the  taxpayer  a 
stepped-up  basis  in  the  I96I  transaction,  and  as  the  sole  basis 
for  denying  it  a  stepped-up  basis  in  the  1962  transaction,  \iltimately 
depends  upon  the  correctness  of  the  Tax  Court's  finding  that  three 
different  partnerships  were  in  existence  at  the  time  of  those 
transactions.  As  to  the  I96I  transaction,  Keith  Engineering  Company 
and  either  Manchester  Medical  Hospital  or  American  Extraction  Company 
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must  have  been  In  existence  as  of  June  26,  196I;  and  as  to  the  1962 

transaction,  Keith  Engineering  Company  and  Manchester  Medical 

Hospital  (American  Extraction  Company  vas  admittedly  not  in  existence 

for  the  1962  transaction)  must  have  been  in  existence  on  December  20, 

1962.  Since  the  taxpayer  concedes  that  Keith  Engineering  Company 

was  in  existence  at  the  time  of  both  the  196I  and  1962  transactions, 

(Br.  15j  fn.  5)  the  following  is  a  brief  synopsis  of  the  facts  underlying 

the  existence  of  Manchester  and  American: 

Manchester  vas  formed  in  1958  as  a  limited  partnership  by  15 

individuals,  including  the  Jerome  brothers  and  five  of  their  key 

employees  who  later  became  stockholders  of  taxpayer.  This  partnership 

ran  into  severe  financial  difficulties  and  the  hospital  was  closed 

about  July  I96O.  On  March  1,  I96I,  the  partnership,  by  installment 

sale,  conveyed  all  of  its  assets  to  Southwest  Community  Hospital 

Association.  Southwest  gave  a  promissory  note  for  the  purchase  price, 

secured  by  a  chattel  mortgage  and  deed  of  trust  on  the  hospital 

property.  In  order  to  report  income  received  from  the  I96I  installment 

sale,  a  partnership  tax  return  was  prepared  and  filed  for  Manchester 

for  1961  and  I962.  Manchester  filed,  what  it  called,  its  "final" 

i 
retiirn  for  the  fiscal  year  ended  August  3I,  I962,  reporting  collections 

on  installment  sales  in  the  amount  of  $36,623.97.  The  I962  tax 

return  of  the  partnership  reflected  an  unpaid  balance  of  $12,500  on 

the  promissory  note  received  by  Manchester  from  Southwest.  Furthermore, 

the  partnership  was  not  dissolved  or  terminated  as  of  December  20, 

1962.   (I-R.  114,  115,  153-154.) 
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American  Extraction  Company  was  formed  as  a  limited  partnership 
in  1956  by  I6  individuals,  including  the  Jerome  brothers,  five  of 
their  key  employees,  and  Jack  Keith,  all  who  later  became  stockholders 
of  taxpayer.  American  terminated  its  operations  in  I96O,  at  which 
time  it  possessed  approximately  3  million  pounds  of  sewer  skimmin^js 
which  were  turned  over  to  Old  Baker  for  sale  under  an  oral  agreement 
whereby  Old  Baker  was  to  pay  for  it  if  and  v/hen  sold.  Taxpayer 
acquired  the  contractual  rights  to  these  skimmings  from  Old  Baker, 
and  taxpayer  made  payments  to  American  for  a  period  of  time  after 
June  26,  1961.  The  last  partnership  income  tax  return  for  American 
was  filed  for  the  calendar  year  196O.  Vlhen   in  early  1962  it  was 
discovered  that  no  formal  steps  had  been  taken  to  dissolve  American, 
taxpayer's  accountant  notified  taxpayer's  legal  counsel  of  that  fact 
and  requested  that  they  prepare  a  formal  certificate  of  cancellation 
of  the  limited  partnership  as  of  June  30,  1961,  the  end  of  OJ.d 
Baker's  fiscal  year.  Such  a  certificate  was  prepared,  and  on 
January  10,  1962,  it  was  recorded.   (l-R.  11^-118.) 

SUMMARY  OF  ARGUMENT 

The  principal  question  presented  in  this  case  involves  the  basis 
to  be  assigned  certain  assets  acquired  by  the  taxpayer  on  liquidation 
of  three  of  its  wholly-owned  subsidiary  corporations.  Congress  has 
enacted  special  provisions  in  the  Internal  Revenue  Code  (Section 
33^ (b))  dealing  with  this  question,  and  the  general  rule  is  that  on 
liquidation  of  a  subsidiary  a  parent  corporation  is  required  to  carry 
over  the  same  basis  that  the  property  had  in  the  hands  of  the  sub- 
sidiary. Taxpayer  seeks  to  invoke  an  exception  to  this  rule  v/hich 
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provides,  in  effect,  that  where  a  parent  corporation  acquires  at 
least  80  percent  of  the  stock  in  a  subsidiary  corporation  from 
unrelated  third  parties  by  "purchase"  (as  defined  in  Section  33^(b) 
(3)),  then  upon  liquidation  of  the  subsidiary  the  parent  is  entitled 
to  use  as  its  basis  for  the  assets  received  the  cost  of  the  stock, 
rather  than  the  subsidiary's  basis  for  the  assets.  The  term 
"purchase"  expressly  excludes  transactions  v;hich  fall  within  Section 
351  (where  in  essence  the  subsidiary's  stock  was  acquired  from 
persons  who  have  a  continuing  stake  in  the  acquiring  parent's  busi- 
ness) and  transactions  where  the  parent  acquired  the  subsidiary's 
stock  from  persons  who  are  deemed  to  be  related  to  the  parent  upon 
application  of  the  constructive  stock  ownership  rules  of  Section  318. 

Since  the  taxpayer  acquired  the  stock  of  these  three  subsidiary 
corporations  (Old  Baker  and  Kerman  in  196I,  and  Veronica  in  I962) 
from  the  Jerome  brothers,  it  is  the  Commissioner's  contention  that 
the  taxpayer  did  not  acquire  these  corporations  by  "purchase",  but 
instead  in  a  transaction  governed  by  Section  35I  (as  to  stock 
acquired  in  Old  Baker  and  Kerman),  and  from  related  persons  under 
Section  318  (as  to  Veronica). 

The  facts  underlying  the  196I  transaction  (regarding  the  tax- 
payer's acquisition  of  Old  Baker  and  Kerman)  clearly  reveal  that 
the  three  Jerome  brothers  did  not  want  to  sell  or  "cash-in"  their 
various  interests  in  the  rendering  business,  including  their  stock 
in  Old  Baker  and  Kerman,  but  instead  to  merely  lay  the  foundation 
for  a  perpetuation  of  their  business  by  their  employees  after  they 
retired.  As  a  means  of  accomplishing  this  result  it  was  agreed  that 


the  three  Jeromes  and  seven  others  (consisting  of  six  of  their  em- 
ployees and  one  associate  in  another  related  venture)  v/ould  each 
invest  $500  and  acquire  10  percent  of  the  stock  of  taxpayer,  and  at 
the  same  time,  as  part  of  one  integrated  transaction,  the  Jeromes 
would  transfer  their  Old  Baker  and  Kerman  stock  (to(f ether  with  other 
business  assets)  to  the  taxpayer  in  retui^n  for  a  15-year  promissory 
note  which  imposed  severe  restrictions  on  the  activities  of  taxpayer, 
and  which  required  all  of  the  stock  of  each  of  the  ten  stockholders  t 
be  pledged  to  the  Jeromes  as  security  for  their  note.  The  Jeromes 
continued  to  actively  participate  in  the  affairs  of  taxpayer  after 
the  transfers  were  made,  and  indeed  retained  their  top  managerial 
positions. 

The  Tax  Court  was  warranted  in  finding  that  the  transfer  by  the 
Jeromes  was  part  of  a  single  transaction  whereby  each  of  transferors 
of  cash  and  property  acquired  100  percent  control  of  the  taxpayer, 
and  that  affixing  the  label  "sale"  to  the  transaction  did  not  in 
fact  make  it  an  isolated  purchase  and  sale.  The  Tax  Court  was 
further  warranted  in  finding  that  the  note  v/as  a  "security"  for  pur- 
poses of  Section  351  on  the  ground  that  the  entire  transaction  had 
the  clear  effect  of  giving  the  Jeromes  a  continuing  beneficial 
interest  in  the  taxpayer,  and  that  they  remained  heavily  involved 
in  the  management  and  affairs  of  the  corporation.  It  cannot  be  said 
that  the  Tax  Court  was  clearly  erroneous  in  its  findings  that  the 
taxpayer  did  not  acquire  the  stock  in  Old  Baker  and  Kerman  by 
"purchase." 
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With  regard  to  the  I962  transaction,  the  Tax  Court  properly 
determined  that  the  taxpayer  did  not  acquire  its  stock  in  Veronica 
from  the  Jeromes  by  "purchase,"  The  statutory  provisions  applicable 
to  the  year  involved  require  the  conclusion  that  the  Jeromes  actually 
and  constructively  owned  more  than  5O  percent  of  taxpayer's  stock 
at  the  time  the  taxpayer  acquired  Veronica,  and  that  the  attribution 
to  them  under  Section  318(a)  of  the  taxpayer's  stock  owned  by  the 
seven  other  stockholders  was  a  direct  result  of  the  close  associa- 
tion of  the  Jeromes  with  these  seven  persons  in  the  other  partner- 
ship ventures.  There  is  ample  evidence  and  legal  authority  that 
these  other  partnerships  were  in  existence  on  the  appropriate  dates, 
and  there  is  no  indication  that  the  Tax  Court  violated  the  Congres- 
sional mandate  in  applying  Section  318  to  the  facts  of  this  case. 

The  Tax  Court  therefore  was  correct  in  denying  the  taxpayer  a 
stepped-up  basis  for  assets  received  in  liquidation  of  the  three 
subsidiary  corporations  that  taxpayer  acquired  from  the  Jerome 
brothers . 


ARGUMENT 

THE  TAX  COURT  CORRECTLY  DETERMINED  THAT  THE 
TAXPAYER  WAS  NOT  ENTITLED  TO  A  STEPPED-UP 
BASIS  FOR  ASSETS  ACQUIRED  IN  LIQUIDATION  OF 
THREE  OF  ITS  SUBSIDIARY  CORPORATIONS  (OLD 
BAKER.  KERM/VN,  AND  VERONICA)  UNDER  SECTION 
33^(l3)(2)  AND  (3),  INASMUCH  AS  TWO  OF  THESE 
CORPORATIONS  (OLD  BAKER  AND  KERMAN)  WERE  NOT 
ACQUIRED  BY  "PURCHASE" ,  BUT  IN  A  SECTION  351 
EXCHANGE,  AND  INASMUCH  AS  THE  THIRD 
CORPORATION  (VERONICA)  WAS  ACQUIRED  FROM 
PERSONS  WHO  WERE  DEEMED  REIATED  TO  THE 
TAXPAYER  HJRSUANT  TO  THE  CONSTRUCTIVE  STOCK 
I         ■  OWNERSHIP  RULES  OF  SECTION  3l8 

A.  Introduction 

The  substance  of  the  transactions  involved  in  this  case  reveals 

that  the  three  Jerome  brothers  desired  to  consolidate  their  various 

rendering  business  interests  in  one  corporation  vhich  would  be  owned, 

j  operated,  and  managed  by  them  and  seven  other  persons  who  had  been 

I 

!  closely  associated  with  the  Jeromes  as  employees  and  partners  in  the 

rendering  business  and  other  allied  ventures.  To  accomplish  this 

result,  each  of  the  ten  individuals  purchased  10^  of  the  stock  in 

taxpayer  corporation,  and  virtually  simultaneously  therewith,  and 

as  an  integral  part  of  the  entire  transaction,  the  Jerome  brothers 

conveyed  to  the  taxpayer  corporation  all  their  stock  in  four 

corporations,  together  with  other  partnership  assets,  in  return  for 

a  15-year  promissory  note  of  the  taxpayer  and  an  agreement  with  the 

taxpayer  and  its  stockholders  imposing  severe  restrictions  on 

taxpayer's  activity  until  the  note  was  fully  paid.  The  assets 

k 

acquired  from  the  Jeromes  represented  the  sole  operating  assets  of 
[i  taxpayer  corporation.  Shortly  after  the  taxpayer  acquired  these 


stocks  from  the  Jeromes,  it  liquidated  two  of  the  corporations  (Old 
Baker  and  Kerman)  and  took  over  the  businesses  previously  operated 
"by  these  subsidiaries.  The  question  presented  is  whether  the 
taxpayer  is  entitled  to  use  as  its  basis  for  the  assets  received 
in  the  liquidation  of  these  two  corporations  the  same  amount  that 
it  paid  for  the  stock  in  these  corporations  (i.e.,  a  pro  rata  part 
of  the  $3,212,000  consideration),  or  whether  it  must  use  as  its 
basis  for  the  assets  received  the  same  basis  as  they  had  in  the 
hands  of  these  two  subsidiary  corporations  before  the  liquidation. 
This  question  in  turn  depends  upon  whether  the  taxpayer  can  comply 
with  the  explicitly  drawn  provisions  of  Section  33^(b)  (see  Appendix 
infra)  of  the  Internal  Revenue  Code,  which,  in  effect,  permit  a 
stepped-up  basis  only  if  it  is  determined  that  the  taxpayer  acquired 
the  Old  Baker  and  Kerman  stock  by  "purchase"  fran  the  Jeromes,  and 
not  as  an  integral  part  of  a  Section  351  'Exchange"  (Appendix  A,  infra) 
or,  in  the  alternative,  from  persons  who  are  deemed  to  be  related  under, 

the  constructive  stock  ownership  rules  of  Section  318  (Appendix  A,  infra). 

The  taxpayer's  principal  contention  is  that  the  Jeromes  "sold" 
their  partnership  business  (including  the  stock  in  Old  Baker  and 
Kerman)  to  the  taxpayer  in  an  isolated  transaction  of  purchase  and 
sale  in  return  for  a  15-year  promissory  note  in  the  amount  of 
$3,150^000,  and  that  as  a  result,  the  Jeromes  were  mere  creditors 
of  the  taxpayer.  The  Tax  Court,  on  the  other  hand,  concluded  that 
the  transaction  was  not  a  purchase  and  sale,  but  in  reality  and 
substance  part  of  a  plan  of  forming  and  financing  a  corporation,  and     | 


after  taking  into  account  the  agreement  of  "purchase  and  sale",  the 
stock  ownership  of  the  Jeromes,  and  their  active  participation  in  the 
management  of  the  taxpayer,  the  Tax  Court  found  that  the  note  received 
by  the  Jeromes  was  a  "security"  within  the  meaning  of  Section  3t?i. 
We  will  demonstrate  that  the  record  fully  supports  the  Tax  Court's 
determination  ,  and  that  the  transaction  meets  ail  the  other  require- 
ments of  Section  351.   (I-R.  137-1^7.) 

As  an  alternative  ground  for  denying  the  taxpayer  a  steppea-up 
basis  for  the  assets  received  on  liquidation  of  Old  Baker  and  Kerman, 
the  Tax  Court  stated  (l-R.  l48) :  "Even  if  we  had  determined  that  the 
transaction  *  *  *  constituted  a  sale  rather  than  a  section  351 
exchange,  New  Baker  would  still  not  be  entitled  to  a  stepped-up 
basis  *  *  ♦.  This  follows  from  the  fact  that  although  Section  334(b) 
(3)(B)  would  not  apply,  Section  334(b)(3)(C)  would."  This  latter 
section  defines  a  "purchase"  of  stock  which  is  a  prerequisite  to  a 
stepped-up  basis  unaer  Section  334(b)(2),  as  not  including  an 
acquisition  of  stock  from  a  related  taxpayer.   It  requires  the  appli- 
cation of  the  stock  attribution  rules  of  Section  3l8>  and  when  it  is 
applied  to  the  facts  of  this  case  the  Jerome  brothers  are  deemed  to 
actually  and  constructively  own  a  total  of  more  than  50%  of  taxpayer's 
stock,  thereby  precluding  the  acquisition  of  Old  Baker  and  Kerman 
stock  from  the  Jeromes  from  being  a  "purchase". 

The  second  transaction  which  is  involved  in  this  appeal  relates 

to  the  acquisition  by  the  taxpayer  from  the  Jerome  brothers  in 

December  1962  of  all  the  stock  of  Veronica,  which  corporation  was 

subsequently  liquidated  by  the  taxpayer.  The  Tax  Court  correctly 
held  that  the  taxpayer  was  not  entitled  to  a  stepped-up  basis  for 
the  assets  received  on  liquidation  of  this  corporation  because  of 


the  application  of  Section  33^(b)(3)(C)  and  the  conBtructive  stock 

ownership  rules  in  the  same  manner  stated  in  its  alternative  ground 

for  denying  the  taxpayer  a  stepped-up  basis  in  the  earlier 

transaction  described  above. 

B.  The  Tax  Court  vas  warranted  in  finding  that 
the  taxpayer  acquired  the  stock  of  Old  Baker 
and  Kerman  in  a  non-taxable  exchange  under 
Section  331,  rather  than  by  purchase  as 
required  by  Section  33^ (b) 

Section  33U(b)  (Appendix  A,  infra  provides  for  the  basis  of 

property  received  in  liquidation  of  a  subsidiary.  The  general 

rtile,  as  stated  in  Section  33i4-(b)(l),  is  that  the  parent  corporation 

carries  over  the  basis  that  the  property  had  in  the  hands  of  the 

subsidiary  before  its  liquidation.  In  a  line  of  pre-195l4-  Code 

10/ 
cases   led  by  the  decision  in  Kimbell-Diamond  Milling  Co.  v. 

Commissioner,  lU  T.C,  jh   (I950),  affirmed  per  curiam,  18t  F.  2d  718 

(C.A.  5th  1951),  certiorari  denied,  3U2  U.S.  827  (1951),  the  courts 

created  an  exception  to  this  general  rule  and  held  that  the  purchase 

by  one  corporation  of  the  stock  of  another  corporation  in  order  to 

obtain  its  assets  through  an  immediate  liquidation  should  be  treated 

as  a  direct  purchase  of  the  assets,  producing  a  basis  equal  to  their 

cost  rather  than  a  carryover  of  the  subsidiary's  basis.  In  195^ 

Congress  codified  this  so-called  Kimbell-Diamond  rule  in  Section 

107  E.g.,  United  States  v.  Mattison,  273  F.  2d  13  (C.A.  9th  1959); 
Georgia-Pacific  Corp.  v.  United  States,  264  F.  2d  I6I  (C.A.  5th 
1959)^ 
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33^(l3)(2),  subject,  however,  to  very  specific  conditions  and 

11/ 
requirements . 

Section  33^('b)(2)  provides  that  the  parent  corporation's 

basis  for  the  property  received  in  liquidation  of  a  subsidiary  is  the 

cost  of  the  stock,  rather  than  the  subsidiary's  basis  for  the  assets, 

if,  among  other  requirements,  at  least  80^  of  the  stock  of  the 
subsidiary  corporation  was  acquired  by  "purchase"  (as  defined  in 
Section  33^(b)(3)).  Section  33^(b)(3)  defines  "purchase"  so  as 
to  exclude;  (l)  transactions  in  which  the  basis  of  the  stock 
carries  over  from  the  transferor  (e.g.,  an  acquisition  by  gift, 
or  tax-free  reorganization)  or  is  determined  under  Section  lOlU 
(inherited  property);  (2)  acquisitions  of  stock  in  exchanges  to 
which  Section  351  applies;  and  (3)  acquisitions  from  "related 
persons"  within  the  meaning  of  Section  318(a)'  This  statutory 
Kimbe 11- Diamond  rule,  therefore,  applies  to  stock  acquired  by  a 
parent  corporation  from  unrelated  persons  in  transactions  on  which 
gain  or  loss  on  the  transfer  is  recognized  to  the  transferor. 

11/  The  Congressional  purpose  was  clearly  to  substitute  specific, 
objective  tests  (i.e.,  the  liquidation  must  occur  within  two  years 
of  the  acquisition,  by  purchase,  of  80^  control  of  the  subsidiary) 
for  the  subjective  test  of  the  parent's  motive  in  making  the 
acquisition — which  was  subject  to  the  difficulties  of  proof  inherent 
in  such  "intent"  determinations.   (Cf.  Section  337,  enacted  to 
obviate  the  factual  inquiries  generated  by  the  Court  Holding  and 
Cumberland  Pub.  Service  Co.  line  of  cases.) 


-  cu  - 


Applying  Section  33^(b)(2)  to  this  case.  It  Is  the  Coimniss loner's 
position  that  taxpayer  did  not  acquire  80^  or  more  of  the  stock  of 
Old  Baker  and  Kerman  "by  "piirchase,"  but,  rather,  by  means  of  a 
Section  351  exchange.  Section  351  jprovides  that  gain  or  loss 
is  not  recognized  on  the  transfer  of  property  to  a  corporation 
in  exchange  solely  for  stock  or  securities  in  such  corporation, 
if  immediately  after  the  exchange  the  person  or  persons  who 

transferred  the  property  are  in  control  of  the  corporation.  Thus, 
resolution  of  the  question  whether  Section  351  applies  In  this  case 
depends  upon  the  twofold  determination  (l)  whether  the  transferor 
group  was  In  "control"  of  the  taxpayer-corporation  "immediately 
after  the  exchange"  and  (2)  whether  the  Jerome  brothers  transferred 
their  Old  Baker  and  Kerman  stock  to  the  taxpayer  "solely  in  exchange 
for  stock  or  securities." 

The  requisite  "control"  for  purposes  of  Section  351  is  defined 
by  Section  368(c)  as  "ownership  of  stock  possessing  at  least  80  percent 
of  the  total  combined  voting  power  of  all  classes  of  stock  entitled  to 
vote  *  *  *."  The  transferor  group  In  this  case  was  composed  of  all 
ten  stockholders  of  taxpayer,  who  collectively  owned  100^  of  Its 
stock.  The  record  fully  supports  the  Tax  Court's  finding  that  the 
transfer  of  cash  for  stock  by  all  ten  stockholders  and  the  almost 
simultaneous  transfer  of  property  by  the  three  Jeromes  "are  to  be 


12/ 
viewed  as  steps  in  a  single  transaction."  (l-R.  1^5.)   The  Tax 

Court  succinctly  summarized  the  substantial  warrant  in  the  record 

for  arriving  at  its  determination  as  follows  (l-R.  IU6-IU7): 

While  the  record  fails  to  disclose  the  existence 
of  any  written  agreement  which  sought  to  specifi- 
cally define  the  rights  and  duties  of  the  transferor 
group,  the  facts  amply  support  the  conclusion  that 
as  a  result  of  lengthy  negotiations  prior  to  June 
1961  between  the  keymen,  the  brothers,  and  Robert  S. 
Wilson,  the  sole  owner  of  the  Wilson  Company,  a  plan 
to  transfer  the  Jerome  Brothers  partnership  assets 
and  the  Wilson  Company's  interest  in  Kerman  Tallow 
and  San  Joaquin  Packing  to  a  corporation  to  be 
owned  equally  by  the  three  brothers  and  the  keymen 
had  been  carefully  formulated  and  agreed  to  by  all 
the  participants.  There  is  no  suggestion  in  the 
record  that  any  aspect  of  the  plan  was  left  uncer- 
tain. If  this  is  not  so,  it  was  Incumbent  upon 
petitioners  to  prove  the  contrary,  and  this  they 
have  failed  to  do.  In  light  of  this  observation  as 
well  as  the  fact  that  the  execution  of  the  agreement 
proceeded  with  orderly  dispatch,  we  are  satisfied 
that  within  the  transferor  group,  "immediately  after 
the  exchange",  there  was  "possessed"  the  requisite 
stock  ownership  in  New  Baker  so  as  to  bring  the 
transaction  within  the  language  of  Section  351. 

The  courts  have  consistently  held  that  application  of  the  "step- 

transactioji"  theory  is  inherently  a  factual  question,  and  that 

appellate  review  is  restricted  to  a  review  of  the  trial  court  record 

to  see  if  there  is  sufficient  evidence  to  warrant  its  finding. 


127  It  should  be  noted  that  the  Wilson  Company  is  not  required  to 
be  a  member  of  the  transferor  group  in  order  for  Section  351  to  be 
applicable  in  this  case.  Neither  party  argued  in  the  Tax  Court  that 
Wilson  was  required  to  be  a  member  of  the  group,  yet  the  court 
apparently  felt  that  Wilson  was  required  to  be  Included.   (l-R.  ik^  , 
fn.  25.)  Since  the^  steppad-up  basis  provisions  of  Section  33^(b)(2)  a 
not  applicable  unless  the  taxpayer  acquired  at  least  §0%  of  Kerman  by 
"purchase,"  even  if  we  were  to  concede  that  50^  of  the  stock  of  Kerman 
was  acquired  from  Wilson  by  "purchase,"  the  taxpayer  would  still  not 
be  entitled  to  a  stepped-up  basis  for  Kerman' s  assets  Inasmuch  as  the 
remaining  50^  of  Kerman 's  stock  was  acquired  from  the  Jerome  brothers 
in  a  Section  351  exchange. 


CoBmlSBloner  v.  Court  Holding  Co. .  32^  U.S.  331  (19^5).  This  rule 
applies  also  to  factual  inferences  from  undisputed  basic  facts. 
Cccimiasioner  v.  Duberstein,  363  U.S.  2T8  (1960).  The  step-transaction 
principle  has  been  applied  in  several  Section  351  cases  involving  facts 
quite  similar  to  the  instant  case.  For  example,  this  Court  has  held 
that  two  transactions  five  weeks  apart  constituted  a  single  transac- 
tion under  the  predecessor  to  Section  351*  Von's  Inv»  Co>  v.  Commis- 
sioner, 92  F.  2d  861  (1937).  See  also  Halliburton  v.  Commissioner, 
T8  F.  2d  265  (C,A.  9th  1935);  Portland  Oil  Co.  v.  Conmiissioner,  I09 
F.  2d  1^79  (C.A.  1st  191^0);  Houck  v.  Hinds,  215  F.  2d  673  (C.A.  10th    , 

1952);  American  Bantam  Car  CoL  Vc  Commissioner,  11  T.C,  397  (19^8)> 

12/ 
affirmed  per  curiam,  177  F.  2d  513  (C.A.  3d  19^9). 

Section  351  is  thus  complied  with  even  though  some  members  of  the 

transferor  group  transfer  only  cash  in  return  for  their  stock,  while 

others  transfer  operating  business  assets  in  return  for  stock  and/ or 

securities.   Nor  are  the  exchange  provisions  of  Section  351  avoided 


137  Consistent  with  these  cases.  Section  1.351-l(a)(l)>  Treasury- 
Regulations  on  Inccme  Tax  (195^  Code),  provides:  "The  p^irasel  'Immedi- 
ately after  the  exchange'  does  not  necessarily  require  simultaneous 
exchanges  by  two  or  more  persons,  but  comprehends  a  situation  where 
the  rights  of  the  parties  have  been  previously  defined  and  the  execu- 
tion of  the  agreement  proceeds  with  an  expedition  consistent  with 
orderly  procedure.  The  courts  have  stated  that  a  legally 
binding  agreement  is  not  necessary.  E.g.,  Portland  Oil  Co.  v.  Commis- 
sioner ,  supra.  The  caCes  require  only  a  general  plan  among  the  parties. 
Von's  Inv.  Co.  v.  Commissioner,  supra ;  Royal  Marcher  v.  Commissioner, 
32  B,T.A.  76  (1935T"" 

ikl    Halliburton  v.  Commissioner,  supra ;  Houck  v.  Hinds ,  supra; 
Poartland  Oil  Co.  v.  Commissioner,  supra;  Marsan  Realty  Co.  v. 
Commissioner,  decided  October  29,  I963  (22  T.C.M.  1513). 


by  affixing  the  label  "sale"  to  some  of  the  property  transferred,  if, 
as  in  this  case,  the  "sale"  is  an  integral  part  of  a  single  transaction 
in  forming  and  financing  the  corporation.  Truck  Terminals,  Inc. 
V.  Commissioner.  31U  F.  2d  kk9   (C.A.  9th  I963);  Camp  Wolters  Enter- 
prises V.  Copmilssioner,  230  F.  2d  555  (C.A.  5th  1956);  Bittker  and 
Eustice,  Federal  Income  Taxation  of  Corporations  and  Shareholders 
(2d  ed.  1966),  pp.  100-lOU.  Likewise,  iinder  the  19514-  Code,  there  is 
no  requirement  that  each  trans fercxr  receive  the  same  proportion  of 
stock  or  securities.   Thus,  merely  because  the  three  Jerome  brothers 
did  not  themselves  acquire  80^  control  of  the  stock  of  taxpayer  does 
not  preclude  them  from  being  part  of  the  transferor  group.  The  Tax 
Court  was,  therefore,  not  clearly  erroneous  in  applying  the  step- 
transaction  theory  to  the  facts  of  this  case  in  determining  that  all 
ten  transferors  of  cash  and  other  property  constituted  the  "control 
group"  for  purposes  of  Section  351» 

The  next  question  is  whether  the  ten  transferors  in  this  case 
transferred  their  property  to  the  taxpayer  "solely  in  exchange  for 
stock  or  securities."  Since  it  is  undisputed  that  seven  of  these 


T|7  The  legislative  history  relating  to  the  195^  Code  changes  in 
Section  351  explains  the  elimination  of  the  so-called  "proportionate 
interest"  test  as  follows:  "In  eliminating  the  proportionate  interest 
test,  your  committee  intends  that  no  gain  or  loss  will  be  recognized 
to  a  transferor  transferring  property  to  a  corporation  under  section 
351,  irrespective  of  any  disproportion  of  the  amount  of  stock  or 
securities  received  by  him  as  a  result  of  the  transfer,"  H.  Rep.  No. 
1337,  83d  Cong.,  2d  Sess.,  p.  All?  (3  U.S.C.  Cong.  &  Adm.  News  (195^) 
hOYJ,   U254-4255).  Some  courts  have  held  that  it  is  not  even  neces- 
sary that  all  transferors  receive  stock,  so  long  as  some  of  the 
transferors  are  in  control  after  the  transfer.  Burr  Oaks  Corp.  v. 
Commissioner.  k3   T.C.  635  (I965),  affirmed,  365  F.  2d  2k   (C.A.  Tth 
1966);  Marsan  Realty  Corp.  v.  Commissioner,  supra;  see  also  Section 
1.351-l(b)(l),  Treasury  Regulations  on  Income  Tax  (195!+  Code). 


transferors  (Keith  and  the  six  employees  of  the  Jeromes)  received 

only  "stock"  in  the  taxpayer- corporation,  and  since  (as  an  integral 

part  of  the  same  transaction)  the  three  Jerome  brothers  received 

"stock"  and  "something  else,"  it  becomes  necessary  to  determine 

Just  what  that  "something  else"  was.  If  it  is  deemed  to  be  in  the 

natiire  of  cash  or  its  equivalent,  then,  admittedly,  to  that  extent, 

16/ 
Section  351  would  not  be  applicable.   If,  however,  the  facts  and 

circumstances  surrounding  the  transfer  by  the  Jeromes  are  susceptible 

of  the  interpretation  that  the  "something  else"  they  received  was  a 

"security,"  as  that  term  is  defined  for  these  purposes,  then  Section 

351  would  be  fully  applicable. 

The  taxpayer,  while  admitting  that  the  question  involved  is  an 

"issue  of  fact"  (Br.  29),  relies  heavily  on  the  theory  that  in  effect 

the  evidence  presented  compelled  the  Tax  Court  to  find  that  the  Jerome 

brothers  "sold"  their  business  to  the  taxpayer-corporation.  This 

contention  overlooks  the  fact  that  the  Jeromes  retained  for  themselves 

a  highly  significant  degree  of  participation  in  and  control  over  the 

affairs  of  the  taxpayer- corporation  in  its  operation  of  the  business 

purportedly  "sold"  to  it.  To  accept  the  taxpayer's  reasoning  in  this 

case  would  subvert  Congressional  purpose  by  permitting  taxpayers  to 

convert  Section  351  into  an  optional  provision  merely  by  labelling  a 

16/  Cash  or  its  equivalent  would  be  "boot"  and  gain  would  be  recog- 
nized to  the  extent  thereof.  Section  351(b)(1).  The  transferors' 
basis  for  their  stock  is  then  increased  by  such  recognized  gain 
(Section  358(a)(l)(B)(ii)),  and  the  basis  to  the  transferee  corpora- 
tion of  the  assets  is  similarly  increased  by  the  gain  recognized  by 
the  transferors  (Section  362(a)). 


11/ 

transfer  to  a  corporation  as  a  "sale."    This  is  especially  true 

in  a  case,  such  as  we  have  here,  where  the  assets  transferred  by  the 

Jeromes  represented  the  sole  oi)erating  assets  of  the  taxpayer,  and 

where  such  transfer  was  not  an  Isolated  purchase  and  sale  made  after 

the  taxpayer  was  formed  and  operating.  As  was  said  in  American 

Compress  &  Warehouse  Co.  v.  Bender,  70  F.  2d  655,  65T  (C.A.  5th  193^)-- 

The  transaction  described  in  the  statute  lacks  a 
distinguishing  characteristic  of  a  sale,  in  that, 
instead  of  the  transaction  having  the  effect  of 
terminating  cop  extinguishing  the  beneficial  inter- 
ests of  the  transferors  in  the  transferred  property, 
after  the  consummation  of  the  transaction  the  trans- 
ferors continue  to  be  beneficially  interested  in  the 
transferred  property  and  have  dominion  over  it  by 
virtue  of  their  control  of  the  new  corporate  owner 
of  it. 

Since  Section  351  specifically  includes  both  "stock"  and 

"securities,"  it  is  not  necessary  that  the  fifteen-year  promissory 

note  received  by  the  Jeromes  in  this  case  be  deemed  to  be  in  the  nature 

of  "stock;"  it  may  also  be  a  "security."  Thus,  the  Tax  Court  was  not 

inconsistent  in  holding  this  note  to  be  an  "indebtedness"  for  purposes 

of  allowing  the  taxpayer  an  interest  deduction,  while  at  the  same  time 

18/ 
holding  it  to  be  a  "security"  for  Section  351  purposes.  (l-R.  137.) 


177  See  Bittker  and  Eustice,  supra,  ^7^102,   where  the  authors  point 
out  that  "In  more  naive  days,  it  was  sometimes  thought  that  the 
organizers  of  a  corporation,  wishing  to  deduct  6  loss  on  depreciated 
property,  could  purchase  the  corporation's  stock  for  cash  and  then 
successfully  'sell'  the  property  to  it  for  the  cash  Just  paid  in,  but 
the  quietus  was  put  on  such  transactions  as  early  as  1932,  in  Labrot 
V.  Burnet,  57  F.  2d  i^l3  (D.C.  Cir.  1932)  *  *  *." 

18/  Camp  Volters  Enterprises  v.  Commissioner,  230  F.  2d  555  (c.A.  5th 
1956);  Campbell  v.  Carter  Foundation  Production  Co. ,  322  F.  2d  827 
(C.A.  5th  1963). 


In  addition,  the  Tax  Courtis  holding  that  the  Jerome  brothers  were 

entitled  to  long-term  capital  gain  treatment  on  the  amounts  received 

In  payment  of  this  fifteen-year  note  was  based  on  Section  1232 

(amounts  received  by  holder  of  Indebtedness  deemed  to  be  received 

"In  exchange  therefor"),  and  not,  as  argued  by  the  Jeromes,  on  the 

ground  that  they  "sold"  a  capital  asset. 

C.  The  Tax  Court  vas  warranted  In  finding  that  the 
fifteen-year  prcinissory  note,  issued  by  the  tax- 
payer in  con.lunction  with  Its  acquisition  of 
stock  in  Old  Baker  and  Kerman,  constituted  a 
"security"  for  purposes  of  Section  331 

It  Is  now  well  settled  that  promissory  notes  may  qualify  as 

securities  under  Section  351«  Parkland  Place  Co*  v.  United  States, 

35^^  F.  2d  916  (C.A.  5th  1966);  Campbell  v.  Carter  Foundation!  Production 

Co.,  322  F.  2d  827  (C.A.  5th  1963);  Burnham  v.  Commissioner,  86  F.  2d 

776  (C.A.  7th  1936);  Camp  Wolters  Enterprises,  Inc.  v.  Commissioner, 

22  T.C.  737,  751  (195^),  affirmed,  230  F.  2d  555  (C.A.  5th  1956).   In 

Camp  Wolters,  the  Fifth  Circuit  adopted  the  following  Tax  Court  "guide"  ini 

determining  whether  a  debt  instrument  qualifies  as  a  "security"  (p.  56O): 


I 


Though  time  is  an  Important  factor,  the  controlling 
consideration  is  an  overall  evaluation  of  the  nature 
of  the  debt,  degree  of  participation  and  continuing 
Interest  In  the  business,  the  extent  of  proprietary 
Interest  compared  with  the  similarity  of  the  note  to 
a  cash  payment,  the  purpose  of  the  advances,  etc. 
It  is  not  necessary  for  the  debt  obligation  to  be 
the  equivalent  of  stock  since  section  112(b)(5)  [the 
predecessor  to  Section  351]  specifically  Includes 
both  "stock"  and  "securities."  (Emphasis  supplied.) 

It  Is  essential  to  note,  contrary  to  the  apparent  assertion  of  the 

taxpayer  (Br.  27,  k2) ,   that  since  Section  351  Imposes  an  80^  control 

requirement  only  with  respect  to  "stock,"  the  control  or  "proprietary 

Interest"  need  not  be  exercised  through  the  "securities."  The  continuity 
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of  interest  doctrine  can  be  traced  back  to  Cortland  Specialty  Co«  v. 

Commissioner,  6o  F.  2d  937  (C.A.  2d  1932),  a  corporate  reorganization 

case,  where  one  corporation  transferred  substantially  all  its  assets 

to  another  corporation  in  return  for  cash  and  short-term  promissory 

notes.  The  tran  .feror  received  no  stock  in  the  transferee  corporation, 

In  holding  that  he  transaction  amounted  to  a  true  sale,  rather  than 

a  tax-free  reorganization,  the  court  stated  (p.  9^0): 

[To  ha/e  a  reorganization]  the  property  received  by 
Cortlaad  had  to  include  some  "stock  or  securities" 
*  ^  *  ..s   no  stock  was  issued  against  the  transfer, 
the  conditions  for  an  exemption  were  not  fulfilled 
unless  the  notes,  all  payable  within  fourteen  months 
of  the  date  of  the  transfer,  and  all  unsecured,  can  be 
considered  "securities"  *  *  *.   Inasmuch  as  a  transfer 
made  entirely  for  cash  would  not  be  enough,  it  cannot 
be  supposed  that  anything  so  near  to  cash  as  these 
notes  payable  in  so  short  a  time  and  doubtless  readily 
marketable  would  meet  the  legislative  requirements. 

*  *  *  The  situation  might  be  different  had  the 
"securities,"  though  not  in  stock,  created  such  obli- 
gations as  to  give  creditors  or  others  some  assured 
participation  in  the  properties  of  the  transferee 
corporation.  The  word  "securities"  was  used  so  as  not 
to  defeat  the  exemption  in  cases  where  the  interest  of 
the  transferor  was  carried  over  to  the  new  corporation 
in  some  form. 

One  year  It oer,  the  Supreme  Court  adopted  the  principle  estab- 
lished in  Cortland,  and  stated,  "the  seller  must  acquire  an  interest 
in  the  affairs  of  the  purchasing  company  more  definite  than  that 
incident  to  ownership  of  its  short-term  purchase -money  notes"  if  the 
(transaction  is  to  qualify  as  a  reorganization.  Pinellas  Ice  Co.  v. 

Commissioner,  28?  U.S.  462,  470  (1933).  The  Court  went  on  to  hold 
that  four-month  notes  were  not  securities.  The  continuity  of  interest 
concept  assumed  less  significance,  however,  after  the  enactment  of  the 
Revenue  Act  of  1934,  c.  277,  48  Stat.  68o,  Sec.  112(g),  which  amended 
the  definition  of  "reorganization"  (now  found  in  Section 


368(a)  of  the  I95U  Code)  bo  that  nothing  but  voting  stock  of  the 
acquiring  corporation  could  be  used  as  consideration  in  an  acquisition 
of  the  stock  or  assets  of  another  corporation. 

While  the  continuity  of  interest  doctrine  might  still  have  some 
application  to  the  determination  of  what  is  a  "security"  \inder  Sec- 
tion 351>  there  is  no  requirement  that  the  security  itself  be  in  the 
nature  of  a  proprietary  interest,  so  long  as  the  transferor  retains 

some  continuing  stake  and  degree  of  particix>ation  in  the  transferee 

12/ 
corporation  beyond  that  of  a  mere  creditor.   In  any  event,  since 

the  three  Jerome  brothers  do  have  a  significant  proprietary  interest 

in  taxpayer,  the  requirement  set  forth  in  the  earlier  reorganization 

cases  is  satisfied.  It  is  not  necessary  that  a  "security"  holder 

also  have  80^  control  of  a  corporation  (as  the  taxpayer  vould  lead  us 

to  believe);  at  the  very  most.  Section  351  merely  requires  that  a 

19/ As  previously  stated,  it  is  not  necessary  to  include  Wilson 
Company  in  the  category  of  a  security  holder  in  this  case,  inasmuch 
as  Section  33^('b)(2)  operates  to  preclude  the  taxpayer  from  acquiring 
a  stepped-up  basis  in  Kerraan  if  the  50^  interest  In  Kerman's  stock 
acquired  from  the  Jeromes  falls  within  Section  351.   See  fn.  12, 
supra.   A  transferor  who  retains  no  proprietary  interest  at  all  would 
have  made  a  sale,  and  his  entire  gain  would  be  recognized,  while  if 
he  retains  such  an  interest  and  receives  something  other  than  stock 
or  securities,  he  would  recognize  gain  only  to  the  extent  of  the  boot 
property.  There  would  concededly  be  no  continuity  of  interest  as  to 
a  transferor  who  receives  nothing  but  bonds;  on  the  other  hand,  all 
the  transferors  here  (except  Wilson  Company)  received  stock,  and 
therefore  Section  35I  need  not  apply  to  the  Wilson  transfer. 


"security"  holder  be  one  member  of  the  transferor  group  which 

controls  80^  of  the  corporation '3  voting  stock. 

It  is  difficult  to  imagine  a  stronger  case  for  treating 

the  fifteen-year  promissory  note  in  this  case  as  a  security.  The 

Tax  Court  summarized  its  finding  on  this  point  as  follovs  (l-R. 

IU2-IU3): 

While  admittedly  not  controlling,  the  fact  that 
the  term  of  the  note  is  for  15  years  itself 
strongly  supports  our  conclusion.  *  *  *  More 
important,  however,  is  the  fact  that  the  note  in 
question,  together  with  the  agreement  of  purchase 
and  sale,  clearly  secured  to  the  noteholder,  the 
Jerome  Brothers  partnership,  the  continuing 
participation  in  the  business  which  is  so  charac- 
teristic of  a  security  interest.  Thus,  until  the 
note  was  paid  in  full,  New  Baker  could  not,  without 
the  consent  of  the  partnership,  change  the  compen- 
sation of  officers,  declare  stock  or  cash  dividends, 
mortgage  property  except  in  the  usual  and  ordinary 
course  of  business,  amend  the  articles  of  incorpo- 
ration, issue  additional  stock,  create  new  debts 
or  make  loans  above  certain  specified  amounts, 
purchase  stock  of  other  businesses  except  within 
well-defined  limits,  enter  partnership  agreements, 
or  merge  with  other  corporations.  While  the  inten- 
tion of  the  Jerome  brothers  to  continue  their 
participation  in  the  business  was  adequately 
secured  by  the  foregoing  restrictions,  there  is 
additional  evidence  to  support  our  conclusion. 
Each  of  the  brothers  obtained  for  himself  a  10 
percent  interest  in  the  new  business  and  continued 
to  actively  participate  in  the  management  of  the 
business  not  only  as  directors,  but  also  as  key 
employees  and  officers.  20/  The  foregoing  facts 

20/  As  of  the  time  of  trial,  approxiinatelv  five  years  after  the  I96I 
transaction,  Varney  Jerome  was  general  manager  of  Phoenix  Tallow,  Paul 
Jerome  was  general  manager  of  New  Baker's  Albuquerque  operations,  and 
Frank  Jerome  was  New  Baker's  president.  While  the  employees  of  New 
Baker  assumed  more  responsibility  in  the  management  of  that  company 
than  they  had  while  employees  of  Old  Baker  (l-R.  IO9),  their  positions 
in  New  Baker  were  virtually  identical  to  the  positions  they  had  held  ii 
Old  Baker  while  employed  by  the  Jeromes  (l-R.  65,  IO8). 
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make  it  clear  that  the  noteholders  secured  for 
themselves  a  significant  degree  of  participation  in 
New  Baker's  affairs  before  transferring  their  part- 
nership assets  to  it.  Considering  all  of  the  fore- 
going factors,  we  are  compelled  to  hold  that  the 
promissory  note  in  question  falls  within  the  meaning 
of  "securities"  as  used  in  section  351. 

Although  the  evidence  cited  by  the  Tax  Court  is  sufficient  by  itself 
to  warrant  a  finding  that  the  note  was  a  security,  there  is  additional 
evidence  in  the  record  to  buttress  the  finding  that  the  Jerome  brothers 
had  a  continuing  stake  in  the  taxpayer- corporation.  All  of  the  tax- 
payer's stock  was  pledged  as  security  for  the  notes  (I-R.  21,  101,  106, 

fn.  9);  the  bank  that  was  owed  money  by  the  taxpayer  considered  the  Jerome 
brothers  as  the  principals  of  taxpayer  and  demanded  their  personal 
guarantee  on  taxpayer's  loans  (l-R.  110);  and  the  identical  rendering 
business  that  was  conducted  by  the  Jeromes  before  the  transfer  to  the 
taxpayer  was  continued,  without  interruption,  after  the  transfer. 

Each  of  the  cases  cited  by  the  taxpayer  involved  a  factual  pattern 
quite  different  from  this  case   The  taxpayer  asserts  (Br.  30)  that 
"In  four  cases  decided  prior  to  the  instant  case,  and  one  decided 
subsequently,  th?  Tax  Court  flatly  rejected  the  contention  that  a 
note  received  for  the  purchase  price  in  a  bona  fide  sale  could  be 
regarded  as  a  'security'  within  the  meaning  of  Section  351."  This 
statement  by  the  taxpayer  obviously  begs  the  issue,  since  it  is  a 
factual  determination  whether  a  particular  note  in  a  particular  case 
is  received  as  part  of  a  bona  fide  sale  or  as  a  "seciirity,"  and 
merely  because  the  Tax  Court  determined  that  the  notes  in  five 
other  cases  were  received  in  a  "sale"  does  not,  as  a  matter  of  law, 
make  the  note  in  this  case  a  non- security.  In  none  of  the  Tax  Coujrt 


cases  referred  to  by  the  taxpayer  vas  It  found  that  the  holders  of 
the  notes  had  the  degree  of  continued  participation  in  the  operation 
of  the  transferee  corporation  as  the  Jerome  brothers  had  in  the 
instant  case.  For  example,  in  Brovm  v.  CommisBloner,  27  T.C,  27 
(1956),  acquiescence,  1957-2  Cum.  Bull,  k,   one  of  the  partners  in  a 
logging  business  was  feaj?ful  of  putting  all  the  partnership  equipment 
into  a  new  corparatlon.  A  campromise  was  effected  between  the 
partners,,  and  a  portion  of  the  equipment  was  sold  under  an  "install- 
ment sales  contract"  whereby  the  partners  reserved  title  to  the  equip- 
ment in  their  own  names.  After  finding  that  the  partners  did  not 
intend  to  place  the  equixment  at  the  risk  of  the  corporate  entity, 
and  after  further  finding  that  the  equipment  sold  was  not  necessary 
to  the  operation  of  the  corporation,  the  Tax  Court  held  that  the 
installment  contract  was  not  a  "security"  and  "was  not  intended  to 
insure  the  petrtners  a  continued  participation  in  the  business  of  the 
transferee  corporation."  27  T.C,  p.  37   .  The  facts  in  Brown 
are  clearly  distinguishable  frcan  those  of  the  instant  case,  where  the 
Jeromes  transferred  their  entire  business  to  the  taxpayer,  and  where 
the  note  and  etgreement  secured  for  them  a  continuing  stake  in  the 
taxpayer  beyond  that  of  a  secured  creditor.  Likewise,  in  Curry  v. 
Commissioner,  ^^3  T.C.  667  (1965)>  a  husband,  wife,  and  their  son  and 
dau^^ter  owned  a  piece  of  real  estate.  The   daughter's  husband  (who 
had  been  actively  engaged  in  his  own  real  estate  activities)  and  the 
son  formed  a  corparatlon  to  buy  this  real  estate,  each  taking  k%   of 
the  stock,  with  the  remaining  10^  Issued  to  the  father.  The  corpora- 
tion then  purchased  the  real  estate  from  the  four  family  members,  with 
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the  bulk  of  the  purchase  price  payable  In  installments  over  a  period 
of  twenty  years,  secured  by  deeds  of  trust  on  the  transferred  property. 
The  court  held  that  the  installment  obligation  was  issued  as  part  of  a 
bona  fide  sale  and  was  not  stock  or  a  security  for  purposes  of  Section 
351.  The  case  is  distinguishable  from  the  instant  case  in  that  the 
sellers  of  the  property  ceased  to  have  a  continuing  stake  in  the 
affairs  of  the  transferee  corporation  that  in  any  way  approached  that 
of  the  Jeromes  had  in  this  case.  Two  of  the  transferors  in  Curry 
received  no  stock  at  all,  and  the  father,  who  originally  dominated  the 
venture,  was  inactive  in  the  transferee  corporation.   Furthermore,  unlike 
the  instant  case,  no  restrictions  whatever  were  placed  by  the  trans- 
ferors on  the  activities  of  the  new  corporation. 

Another  Tax  Court  case  which  the  taxpayer  claims  is  "identical" 
to  the  instant  case  is  Stevens  Pass.  Inc.  v.  Commissioner.  48  T.C. 
532  (1967).   In  that  case  two  shareholders  who  controlled  a 
corporation  becamse  involved  in  an  "irreparable  dispute."  They 
wanted  to  part  ways  and  sell  out.  To  that  end,  they  interested  an 
outside  group  of  investors  to  form  a  new  corporation  which  purchased 
their  stock  in  the  old  corporation,  with  the  purchase  price  for 
the  stock  payable  in  a  ten-year  installment  note.  One  of  the  share- 
holders in  the  old  corporation  received  no  stock  in  the  new  corporation, 
and,  while  the  other  shareholder  did  own  some  stock  in  the  new 
corporation,  the  new  corporation  was  dominated  by  the  outside  investors' 
group,  which  bad  possessed  no  interest  whatever  in  the  old  company. 
The  Tax  Court  found  that  the  transfer  of  stock  by  the  shareholders 
of  the  old  company  amounts  to  a  sale  and  that,  therefore,  the 
transferee  corporation  was  entitlad  j:o  a  stepped-up 


basis  for  the  stock  it  "pan*chased."  The  court,  in  effect,  found  that 
the  sale  of  the  stock  vas  an  indei)endent  action  having  no  connection 
with  a  plan  to  launch  or  finance  a  new  corporation.  Unlike  the 
instant  case,  where  the  facts  warrant  a  finding  that  the  transfer 
of  the  Jerome  Brothers  partnership  and  the  formation  of  the  taxpayer 
were  all  parts  of  one  interrelated  plan  to  have  the  Jeromes  remain 
as  the  dominant  figures  in  the  taxpayer- corporation,  Stevens  Pass 
involved  a  factual  background  which  led  the  Tax  Court  to  conclude 
that  the  transferors  were  interested  in  terminating,  rather  than 
perpetuating,  their  interests  in  corporate  form.  Unlike  the  instant 
case,  the  transferors  in  Stevens  Pass  imposed  no  restrictions  on  the 
transferee  corporation  and  had  no  significant  control  over  its 

i   affairs . 

The  taxpayer  claims  (Br.  U3)  that  the  effect  of  the  Tax  Court's 
decision  in  this  case  will  be  to  broaden  the  scope  of  Section  351  by 
applying  it  to  sales  to  corporations  by  unrelated  third  parties.  The 
fallacy  in  the  taxi)ayer's  assertion  becomes  apparent  when  we  focus 
upon  the  facts  which  the  Tax  Court  had  before  it  in  this  case.  The 
Jerome  brothers  were  dominant  members  of  the  transferor  group  which 
controlled  the  taxpayer;  each  member  of  the  transferor  group  was 

I  closely  associated  with  the  Jeromes  in  the  operation  of  the  business 
before  the  transfer;  the  Jerome  brothers,  as  a  part  of  their  agreement 
to  transfer  their  rendering  business  to  taxpayer,  retained  extensive 
and  highly  restrictive  controls  oi,rer  the  taxpayer;  and  while  the  other 
stockholders  of  taxpayer  had  responsible  management  positions,  the 
Jeromes  remained  heavily  involved  in  the  management  of  taxpayer.  This 


factual  pattern  is  quite  different  from  a  long-term  sale  to  a 

corporation  by  a  seller  who  has  no  control  over  the  corporate  buyer. 

The  Tax  Court's  determination  that  the  transfer  In  this  case 

was  not  a  "sale,"  but  part  of  an  over-all  plan  of  forming  a  corporation 

21/ 
under  Section  351>  is  not  clearly  erroneous.   We,  therefore,  submit 

that  the  Tax  Court  was  warranted  in  finding  that  the  stock  In  Old 

Baker  and  Kerraan  was  acquired  by  the  taxpayer  from  the  Jeromes  in 

return  for  a  "security,"  and  that,  viewing  the  entire  transaction, 

the  Tax  Court  correctly  determined  that  such  transaction  came  within 

Section  351*  thereby  precluding  taxpayer  from  acquiring  a  stepped-up 

basis  under  Section  33J^(b)(2)  and  (b)(3)(B)  of  the  195^  Code. 

21/  This  Court  has  held,  in  a  case  quite  similar  to  the  Instant 
case,  that  the  questicn  of  whether  a  bona  fide  sale  exists  is  one 
of  fact.  Truck  Terminals,  Inc.  v.  Commissioner,  3lU  F.  2d  kk9   (1963). 
While  that  case  Involved  the  proper  classification  of  a  three-year 
installment  contract  given  in  exchange  for  the  transfer  of  certain 
assets  to  the  taxpayer,  this  Court  indicated  therein  that  promissory 
notes  may  be  held  to  be  "securities"  for  Section  351  purposes.  For 
cases  which  further  support  the  Tax  Court's  conclusion  herein,  see, 
e.g..  United  States  v.  Hertwlg,  298  F.  2d  ^50  (C.A.  5th  I968);  United 
States  V.  Mills,  399  F.  2d  9^4  (C.A.  5th  I968)  (one-year  note  held  to 
be  a  "security."  and  Jury  verdict  upheld);  Nye  v.  Commissioner,  50 
T.C.  203  (1968). 


D.  The  Tax  Court  properly  determined  that  the 
taxpayer  acquired  the  stock  of  Old  Baker  and 
Kerman  In  1961,  and  the  stock  of  Veronica  In 
1962,  from  persons  \Jho  vere  deemed  to  be 
related  to  the  taxpayer  pursuant  to  the  con- 
structive stock  ownership  i^ules  set  forth  In 
Section  318,  thereby  precluding  taxpayer  from 
a  stepped-up  basis  for  the  assets  received 
upon  liquidation  of  these  corporations  pursuant 
to  Section  33^(b)(3)(cy 

Section  33^(b)(2)  provides  that  a  parent  corporation  Is  required 
to  carry  over  the  subsidiary's  basis  for  assets  received  In  liquidation 
of  the  subsidiary  unless  the  parent  acquired  the  subsidiary's  stock  by 
"purchase"  (as  defined  In  Section  33^(b)(3)),  in  which  case  the  parent 
is  permitted  to  step  up  Its  basis  for  the  assets  received  to  the  cost 
of  the  stock.  Section  33^(b)(3)  defines  "purchase"  so  as  to  exclude 
three  types  of  transactions:   (l)  transactions  in  which  the  basis  of 
the  stock  carries  over  from  the  transferor  (e.g.,  gifts);  (2)  acquisitior 
of  stock  in  exchanges  to  which  Section  351  applies  ;  and  (3)  acquisitions 
"ffom  a  person  the  ownership  of  whose  stock  would,  under  section  318(a), 
be  attributed  to  the  person  acquiring  such  stock."  We  have  previously 
discussed  the  application  of  the  second  exception  (Section  351  trans- 
fers) to  the  acquisition  by  taxpayer  of  the  stock  of  Old  Baker  and 
Kerman  In  the  I96I  transaction.  We  will  now  demonstrate  that  the  third 
exception  (Section  33^(b)(3)(c))  to  what  is  deemed  a  "purchase"  (i.e., 
acquisitions  from  "related  persons"  under  Section  318(a))  was  correctly 
applied  by  the  Tax  Court  as  an  alternative  ground  for  denying  the  tax- 
payer a  stepped-up  basis  on  the  assets  of  Old  Baker  and  Kerman  acquired 
In  1961,  and  that  the  Tax  Court  correctly  applied  this  third  exception 
as  the  sold  ground  for  denying  the  taxpayer  a  stepped-up  basis  on  the 
assets  acquired  on  the  liquidation  of  Veronica  in  1962. 


In  order  to  have  Section  33U(b)(3)(c)  applicable  to  this  case, 

it  must  be  determined  that  the  Jerome  Brothers  partnership  owned  50^ 

or  more  of  taxpayer's  stock,  directly,  or  constructively,  at  the  time 

22/ 
of  the  1961  and  I962  trfiuasactions.  Section  318(a)(2)(c).  .  ^(Appendix  A, 

infra).   If  the  Jerome  peurtnership  is  deemed  to  own  50^  of  taxpayer's 

stock,  then,  by  virtue  of  Section  318(a)(2)(C),  the  taxpayer  is 

deemed  to  own  all  the  stock  owned  by  the  Jerome  partnership  in  Old 

Baker,  Kerman,  and  Veronica.  (Although  the  partnership  itself  owned  no 

stock  in  taxpayer.  Section  318(a)(2)(A)  attributes  to  the  partnership 

any  stock  owned  by  its  peurtners.) 

Section  318(a) (^4-)  provides  that  in  determining  stock  ownership, 
stock  which  is  constructively  owned  is  to  be  considered  as  actually  owned  i 
for  the  purposes  of  applying  these  rules.  Since  the  Jerome  Brothers 
partnership  owned  directly  30^  of  taxpayer's  stock,  we  must  now  ascertain 
whether  it  owned  constructively  at  least  20^  more.  The  Jerome  brothers 
were  engaged  in  other  partnership  businesses  with  seven  of  the  remaining 
stockholders  of  taxpayer.  Since  the  attribution  rules  in  Section  318 
require  the  application  of  those  rules  to  those  partnerships  as  well, 
we  must  now  determine  whether  the  Jeromes  are  deemed  to  own  construc- 
tively any  of  the  stock  of  these  seveh  other  stockholders  of  taxpayer 
by  reason  of  their  partnership  relationships  with  the  Jeromes. 

The  Jerome  brothers  were  50^  partners  with  Jack  Keith  in  a 
partnership  known  as  Keith  Engineering  Company.  (I-R.  9^.) 


^7  Since  Section  318  was  amended  in  1964  (Act  of  August  31,  1964, 
P.L.  88-554,  78  Stat.  761,  Sec.  4(a)),  the  references  here  are  to  the 
relevant  provisions  of  that  section  as  it  existed  in  I96I  and  I962. 

22/  The  taxpayer  concedes  (Br.  I5,  fn.  5)  that  Keith  Engineering  Company 
was  in  existence  at  the  time  of  both  the  1961  and  the  I962  transactions 


Section  318(a)(2)(A)  requires  that  stock  ovmed  by  a  partner  "shall 
be  considered  as  being  owned  by  the  partnership,"  and  further  requires 
that  stock  owned  by  a  partnership,  "directly  or  indirectly,"  is 
"considered  as  being  owned  proportionately  by  its  partners."  Applying 
this  rule  to  this  case,  Keith's  10^  stock  ownership  in  taxpayer  is 
deemed  to  be  owned  by  the  partnership,  and,  as  a  result,  the  three 
Jerome  brothers  (50^  partners  in  Keith)  are  deemed  to  own  construc- 
tively 5^  more  of  taxpayer's  stock,  bringing  their  total,  thus  far,  to 

35*. 

The  Jerome  brothers  were  also  partners  with  five  stockholders  of 
taxpayer  (who  were  also  employees  of  the  Jeromes)  in  a  limited  partner- 
ship known  as  Manchester  Medical  Hospital.  Each  of  the  Jerome  brothers 
owned  11.11*  of  the  partnership  (l-R.  llU),  and,  as  a  consequence  of 
applying  Section  318(a)(2)(A)  in  the  same  manner  as  applied  with  regard 
to  Keith  Engineering  Company,  the  three  Jeromes  are  each  deemed  to  own 
constructively  11.11*  of  the  50*  (5.5*)  of  the  taxpayer's  stock  owned 
by  these  other  five  partners.  Thus  the  Jerome  brothers  are  deemed  to 
own  16.5*  of  taxpayer's  stock  through  their  Manchester  Medical  Hospital 
affiliation,  and  5*  through  Keith  Engineering,  for  a  total  of  21.5*. 
When  added  to  their  30*  direct  ownership,  this  21.5*  produces  a  total 
of  51.5*  of  taxpayer's  stock  which  is  owned  by  the  Jeromes.  This 
results  in  the  taxj^ayer's  having  acquired  its  Old  Baker,  Kerraan,  and 
Veronica  stock  from  persons  (the  Jeromes)  "the  ownership  of  whose  stock 
would,  under  section  318(a),  be  attributed  to  the  person  acquiring  such 
stock," pur suant  to  Section  33^(b)(3)(c).  See  charts  of  this  transactionj 
Appendix  B,  infra. 


The  taxpayer's  primary  objection  to  this  result  is  'based  on  the 
notion  that  Manchester  Medical  Hospital  was  not  in  existence  for  purposes 
of  applying  these  attribution  rules  to  the  I96I  and  1962  transactions. 
The  taxpayer  attempts  to  support  its  contention  on  the  ground  that 
Memchester  ceased  to  engage  in  an  active  trade  or  business  on  March  1, 
1961,  and  that,  although  it  was  not  legally  dissolved  or  terminated, 
it  was,  therefore,  not  in  existence  for  purposes  of  Section  3l8« 
(Br.  1^5-51.) 

The  Tax  Court  found  that  MEinchester  was  "still  winding  up  its 
*  *  *  affairs"  on  December  20,  I962,  and  "continued  to  exist  for  the | 
purpose  of  collecting  money  due  the  partnership."  (l-R.  153-15!^..)  It 
therefore  correctly  determined  that  Manchester  was  in  existence  for 
purposes  of  Section  318. 

While  Section  318  does  not  itself  define  "partnership,"  Section 

761(a)  defines  a  partnership  to  include  an  organization  "through  or  by 

means  of  which  any  business,  financial  operation,  or  venture  is  carried 

on  *  *  *,"  Section  708(b)  (Appendix,  infra)  (which  is  made  applicable 

expressly  only  to  Subchapter  K  by  Section  708(a)  (Appendix  A,  infra)). 

relied  on  by  the  taxpayer  to  establish  that  Manchester  was  not  in 

existence  in  I96I  and  1962,  would  actually  buttress  the  Commissioner's 

2h/    Another  T)artnershiT) .  American  Extraction  Company,  in  which  the 
Jerome  brothers  were  70^  partners,  and  six  stockholders  of  taxpayer 
were  also  partners,  could  also  be  utilized  for  purposes  of  applying  the 
attribution  rules  of  Section  318  and  thus  bar  the  taxpayer  from  comply- 
ing with  Section  33^(b)(3)(C).  Although  the  Tax  Court's  findings  of 
fact  indicate  that  this  peirtnership  was  in  existence  during  the  196I 
transaction,  it  was  not  in  existence  at  the  time  of  the  1962  transaction. 
(l.R.  117-118.)  For  this  reason  the  Tax  Court  chose  to  base  its  deci- 
sion on  the  existence  of  Manchester  Medical  Hospital  (for  both  transac- 
tions) .  In  the  event  that  this  Court  finds  that  Manchester  Medical 
Hospital  was  not  in  existence  at  the  time  of  the  1961  transaction,  we 
submit  that  the  facts  amply  support  a  conclusion  that  American 
Extraction  was  in  existence  as  of  June  "^0,  I961,  and  was  not  dissolved 


position,  inasmuch  as  it  states  that  "a  partnership  shall  be  considered 
as  terminated  only  if  *  *  *  no  part  of  any  business,  financial  opera- 
tion, or  venture  of  the  partnership  continues  to  be  carried  on  by  any 
of  its  partners  in  a  partnership,  or  *  *  *  within  a  12-month  period 
there  is  a  sale  or  exchange  of  50  percent  or  more  of  the  total  interest 
in  partnership  capital  and  profits."  The  Treasury  Regulations  under 
this  section  make  it  clear  that  termination  does  not  \take  place  until 
the  winding  up  period  ends  and  all  partnership  assets  are  distributed 
to  the  partnership.  Section  1.708-l(b)  (Appendix, At  infra) .  The  tsLxpayer 
also  erroneously  contends  that  Section  708(b)(1)(B)  is  applicable  to  this 
case,  where  in  point  of  fact  it  clearly  refers  to  a  case  where  one  of 
the  partners  terminates  his  interest  by  selling  his  share  of  the 
partnership  to  someone  else.  In  the  instant  case  none  of  the  partners 
sold  their  interests  during  the  period  in  question;  they  retained  their 
partnership  relationship,  or  "agency  relationship,"  as  taxpayer  asserts 
(Br.  k-9) ,   at  all  times  here  relevant. 

The  resolution  of  the  question  as  to  whether  Manchester  was  an 
existing  partnership  in  I96I  and  1962  is  expressly  answered  by  the 
California  Uniform  Partnership  Act,  25  West's  Annotated  California 
Codes,  Sections  15001-150ij-5  (not  referred  to  by  the  taxpayer  in  its 
I  brief),  which  provides  in  pertinent  part  as  follows: 

25/  The  reference  by  the  taxpayer  (Br.  kQ)   to  this  Court's  decision 
in  Hatch's  Estate  v.  Commissioner,  I98  F.  2d  26  (1952),  has  no  relevance 
to  the  question  at  hand.  That  case  did  not  decide  when  a  partnership 
ceases  to  exist  for  tax  purposes. 


Section  13029 »  DiBBolutlon  defined.  The  dissolution 
of  a  partnership  Is  the  change  In  the  relation  of 
the  partners  caused  by  emy  partner  ceasing  to  be 
associated  In  the  carrying  on  as  distinguished  from 
the  winding  up  of  the  business. 

Section  13030*  Effect  of  dissolution.  On  dlssolu" 
tion  the  partnership  Is  not  terminated,  but  continues 
until  the  vlndlng  up  of  partnership  affairs  Is  completed. 
(Emphasis  supplied.) 

It  is  clear  that  the  Uniform  Partnership  Act  requires  a  break  in  the 

partners  relationship  so  that  one  partner  ceases  to  be  associated 

with  the  venture.  Gotten  v.  Perishable  Air  Conditioners,  I8 

Cal.  2d  575,  II6  P.  2d  603  (l9^l);  Vangel  v.  Vangel,  II6  Cal.  A. 

2d  615,  23k   P.  2d  919  (1953).  ^^  °^  ^^^   cases  cited  by  the 
taxpayer  (Br.  48-50)  are  inapplicable  to  the  facts  of  this  case, 

either  because  they  are  pre-Unlform  Partnership  Act  cases  or  deal 
with  questions  whether  a  particular  partner  was  part  of  the  partner- 
ship agency  at  a  particular  time. 

The  Manchester  Medical  partnership  had  not  finally  settled  its 
affairs  by  December  20,  1962  (and  indeed  continued  to  be  accountable 
for  any  monies  received),  and  under  California  law  it  was  deemed 


-  47  - 
to  be  in  existence  at  that  time.  The  Tax  Coiirt  was,  therefore,  not 

in  error  in  finding  that  it  was  a  legal  partnership  for  purposes  of 

o    26/ 
Section  3I8.  — 

As  its  final  argument,  the  taxpayer  claims  that  even  if  Man- 
chester were  in  existence,  Section  318(a)  should  not  be  applied  in 
this  case  because  to  do  so  requires  "triple  attribution",  and  that 
the  196k   amendments  to  Section  318  (Act  of  August  3I,  196^,  P.L. 
88-55^,  78  Stat.  761,  Sec.  4(a))  eliminating  the  type  of  "sidewise" 
or  "double"  attribution  present  here  merely  clarified  Congressional 

intent.   (Br.  52-55.)  An  examination  of  the  legislative  Committee 

27/ 
Reports     relating  to  the  196U  amendments  clearly  reveals  that 

they  were  not  intended  to  apply  to  transactions  which  occurred  prior 

to  the  effective  date  of  the  amendment  (August  3I,  1964).  Section 

4(c)  of  P.L/ 88-554  states: 

The  amendments  made  by  this  section  shall  take  effect 
on  the  date  of  the  enactment  of  this  Act,  except  that, 
for  purposes  of  section  302  and  304  of  the  Internal 
Revenue  Code  of  1954,  such  amendments  shall  not  apply 
with  respect  to  distributions  in  payment  for  stock 
acquisitions  or  redemptions,  if  such  acquisitions  or 
redemptions  occurred  before  the  date  of  the  enactment 
of  this  Act.   (Emphasis  supplied.) 

2^7  In  Sorem  v.  Commissioner,  40  T.C.  206  (1963)*  reversed  on  other 
grounds,  334  F.  2d  275  (C.A,  lOth  1964),  the  Tax  Court  stated  (p.  215 
fn.  14): 

As  we  view  the  statute  [Section  318],  attribution  is 
required  by  virtue  of  the  mere  existence  of  a  part- 
nership relation  between  corporate  shareholders,  and 
business  activity  has  nothing  to  do  with  it.  Cer- 
tainly sec.  318  itself  makes  no  reference  to  "business 
activity"  as  a  prerequisite  for  partnership  attribu- 
tion, and  in  the  absence  of  convincing  authority  we 
are  unwilling  to  add  this  judicial  gloss  to  an  already 
complex  section  of  the  Code. 

22/  S.  Rep.  No.  1240,  88th  Cong.,  2d  Sess.  (1964-2  Cum.  Bull.  701) 
Xjuly  24,  1964);  H.  Conference  Rep.  No.  l844,  88th  Cong.,  2d  Sess. 
(1964-2  Cum.  Bull.  706)  (August  20,  1964). 


The  clear  meaning  of  this  section  Is  that  the  pre-1964  attribution 
rules  renaln  applicable  for  all  transactions ,  even  for  certain  dis- 
trlbatlons  aade  after  A\agust  31,  196U,  whore  the  transaction 
originated  prior  to  that  date.  The  taxpayer  asserts  that  "The  court 
attributed  appellant's  stock  actually  owned  by  each  of  ^  ^mr elated 
keynen  to  Manchester  *  *  «".  (Br.  ^3.}  Although  the  statute 
Involved  sanctions  (and  Indeed  requires)  the  three-step  approach 
utilized  In  this  case,  it  should  be  noted  that  the  five  keymen  were 
quite  closely  "related"  to  the  Jerome  brothers  In  their  rendering 
businesses  and  were  partners  of  the  Jeromes  in  one  other  venture 
(American)  in  addition  to  the  Manchester  venture.  Nor  has  the  con- 
cept of  triple  attribution  ceased  to  exist  in  Section  318  even  after 
the  196^  amendments.  In  fact  one  tax  publication  @ax. Management ) 
states,  "The  process  of  reattrlbatlon  is  not\  limited  to  double 
attributions.  •  *  *[T]he  process  may  be  virtually  endless".  See 
72-2d  T.M.,  Constructive  Ownership  Rules  under  Section  318,  p.  A-I8, 
Example  3. 

.  Tkiyigfer  bfte  failed  to  demonstrate  that  Congress  did  not  intend 
the  transactions  Involved  in  this  case  from  coming  within  Section 
318.  Thua,  since  both  Manchester  and  Keith  Engineering  were  in 
existence  on  December  20,  1962,  taxpayer  was  the  constructive  owner 
of  the  Old  Baker,  Kerman,  and  Veronica  stock  that  it  acquired  from 
the  Jerome  brothers.  The  taxpayer  therefore  did  not  acquire  stock 
in  those  coxporatloos  by  "porchaae"  as  required  by  Section  334(b)(2). 
We  submit  that  the  Tax  Court  was  warranted  In  finding  that  taxpayer 
was  not  entitled  to  a  stepped-up  basis  on  the  -assets  it  received 


^_  ^ J J  a^^j 
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CONCLUSION 

The  Tax  Court's  detemination  is  correct  and  not  clearly 

erroneous,  and  its  deciBlon  should  therefore  be  affirmed. 
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APPENDIX  A 

Internal  Revenue  Code  of  195^: 

SBC.  318.  CONSTRUCTIVE  OWNERSHIP  OF  STOCK. 

(a)  QenerajL  Rule . - -For  purposes  of  those  provisions  of 
this  subchapter  to  which  the  rules  contained  in  this  section 
are  expr^BSly  made  applicable-- 


I 


(2)  Partnerships,  estates,  trusts,  and  corporations.— 

(a)  Partnerships  and  estates. — Stock  owned, 
directly  or  indirectly,  by  or  for  a  partnership  or 
estate  shall  be  considered  as  being  owned  propor- 
tionately by  its  partners  or  beneficiaries.  Stock 
owned,  directly  or  indirectly,  by  or  for  a  partner 
or  a  beneficiary  of  an  estate  shall  be  considered  as 
being  owned  by  the  partnership  or  estate. 


(C)  Corporations .  —If  50  percent  or  more  in 
value  of  the  stock  in  a  corporation  is  owned,  directly" 
or  indirectly,  by  or  for  any  person,  then — 


* 


(ii)  such  corporation  shall  be  considered 
as  owning  the  stock  owned,  directly  or  indirectly, 
by  or  far  that  person. 


d 


(k)     Constructive  ownership  as  actual  ownership. — 

(a)  In  general. — Except  as  provided  in  subpara- 
graph (b),  stock  constructively  owned  by  a  person  by 
reason  of  the  application  of  paragraph  (l),  (2),  or 
(3)  shall,  for  purposes  of  applying  paragraph  (l),  (2) 
or  (3), be  treated  as  actually  owned  by  such  person. 


(26  U.S.C.  196i^  ed..  Sec.  318.) 


SEC.  33U.  BASIS  OF  PROPERTY  RECEIVED  IN  LIQUIDATIONS. 
*        *        ♦        *        * 

(b)  Liquidation  of  Subsidiary. — 

(1)  In  general. -"If  property  is  received  by  a 
corporation  in  a  distribution  in  complete  liquidation  of 
another  corporation  (within  the  meaning  of  section  332 
(b)),  then,  except  as  provided  in  paragraph  (2),  the 
basis  of  the  property  in  the  hands  of  the  distributee 
shall  be  the  same  as  it  would  be  in  the  hands  of  the 
transferor.  If  property  is  received  by  a  corporation  in 
a  transfer  to  which  section  332(c)  applies,  and  if  para- 
graph (2)  of  this  subsection  does  not  apply,  then  the 
basis  of  the  property  in  the  hands  of  the  transferee  shall 
be  the  same  as  it  would  be  in  the  hands  of  the  transferor. 

(2)  Exception. — If  property  is  received  by  a  corpo- 
ration in  a  distribution  in  complete  liquidation  of  another 
corporation  (within  the  meaning  of  section  332(b)),  and  if — 

(a)  the  distribution  is  pursuant  to  a  plan  of 
liquidation  adopted  — 

(i)  on  or  after  June  22,  195^,  and 

(li)  not  more  than  2  years  after  the  date 
of  the  transaction  described  in  subparagraph  (b) 
(or,  in  the  oase  of  a  series  of  transactions, 
the  date  of  the  last  such  transaction);  and 

(B)  stock  of  the  distributing  corporation  pos- 
sessing at  least  80  percent  of  the  total  combined 
voting  power  of  all  classes  of  stock  entitled  to 
vote,  and  at  least  80  percent  of  the  total  number  of 
shares  of  all  other  classes  of  stock  (except  nonvoting 
stock  which  is  limited  and  preferred  as  to  dividends), 
was  acquired  by  the  distributee  by  purchase  (as  defined 
in  paragraph  (3))  during  a  period  of  not  more  than  12 
months, 

then  the  basis  of  the  property  in  the  hands  of  the  distributee 
shall  be  the  adjusted  basis  of  the  stock  with  respect 
to  which  the  distribution  was  made.  For  purposes  of  the  pre- 
ceding sentence,  under  regulations  prescribed  by  the  Secretary 
or  his  delegate,  proper  adjustment  in  the  adjusted  basis  of 
any  stock  shall  be  made  for  any  distribution  made  to  the  dis- 
tributee with  respect  to  such  stock  before  the  adoption  of 
the  plan  of  liquidation,  for  any  money  received,  for  any 
liabilities  assumed  or  subject  to  which  the  property  was 
received,  and  for  other  items. 


(3)  Purchase  defined. — For  purpoeee  of  paragraph 
(2)(b),  the  term  "purchase"  means  any  acquisition  of 
stock,  but  only  if— 

(a)  the  basis  of  the  stock  in  the  hands  of  the 
distributee  is  not  determined  (i)  in  whole  or  in  part 
by  reference  to  the  adjusted  basis  of  such  stock  in 
the  hands  of  the  person  fyom  whom  acquired,  or  (ii) 
under  section  lOlU(a)  (relating  to  property  acquired 
from  a  decedent), 

(B)  the  stock  is  not  acquired  in  an  exchange  to 
which  section  351  applies,  and 

(c)  the  stock  is  not  acquired  from  a  person  the 
ownership  of  whose  stock  would,  under  section  318(a) > 
be  attributed  to  the  person  acquiring  such  stock. 


(26  U.S.C,  I96U  ed..  Sec.  33^.) 

SEC.  351.   TRANSFER  TO  CORPORATION  CONTROLLED  BY  TRANSFEROR, 

(a)  General  Rule. — No  gain  or  loss  shall  be  recognized  if 
property  is  transferred  to  a  corporation  by  one  or  more  persons 
solely  in  exchange  for  stock  or  securities  in  such  corporation 
and  immediately  after  the  exchange  such  person  or  persons  are  in 
control  (as  defined  in  section  368(c))  of  the  corporation.  For 
purposes  of  this  section,  stock  or  securities  issuea  for  services 
shall  not  be  considered  as  issued  in  return  for  property. 


(26  U.S.C.  1961^  ed..  Sec.  35I.) 

SEC.  TO8.  CONTINUATION  OF  PARTNERSHIP. 

(a)  General  Rule. — For  purposes  of  this  subchapter,  an 
existing  partnership  shall  be  considered  as  continuing  if  it 
is  not  terminated. 

(b)  Termination. — 

(1)  General  rule. — For  purpc^ses  of  subsection  (a), 
a  partnership  shall  be  considered  as  terminated  only  if — 

(a)  no  part  of  any  business,  financial  operation, 
or  vent\ire  of  the  partnership  continues  to  be  carried 
on  by  any  of  its  partners  in  a  partnership,  or 
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(b)  within  a  12-month  period  there  Is  a  sale  or 
exchange  of  50  percent  or  more  of  the  total  Interest 
In  partnership  capital  and  profits. 


(26  U.S.C.  196k   ed..  Sec.  TO8. ) 

•easury  Regulations  on  Incom6  Tax  (195^  Code): 

§  1.708-1  Contlnxiatlon  qf  partnership. 

(a)  General  rule.  For  purposes  of  subchapter  K,  chapter  1 
of  the  Code,  an  existing  partnership  shall  be  considered  as 
continuing  If  It  Is  not  terminated. 

(h)  Termination. --(1)  General  rule,  (l)  A  partnership 
shall  terminate  when  the  operations  of  the  partnership  are 
discontinued  and  no  part  of  any  business,  financial  operation, 
or  venture  of  the  partnership  continues  to  be  carried  on  by  any 
of  Its  xartners  in  a  partnership.  For  example,  on  November  20, 
1956,  A  and  B,  each  of  whom  is  a  20-percent  partner  in  partner- 
ship ABC,  sell  their  Interests  to  C,  who  is  a  60- percent  partner. 
Since  the  business  is  no  longer  carried  on  by  any  of  its  partners 
In  a  partnership,  the  ABC  partnership  is  terminated  as  of  Novem- 
ber 20,  1956.  However,  where  partners  DEF  agree  on  April  30,  1957, 
to  dissolve  their  partnership,  but  carry  on  the  business  through  a 
winding  up  period  ending  September  30,  1957 >  when  all  remaining 
assets,  consisting  only  of  cash,  are  distributed  to  the  partners, 
the  partnership  does  not  terminate  because  of  cessation  of  business 
until  September  30,  1957. 


(26  C.F.R.,  Sec.  1.708-1.) 


(3)  Purchase  defined. — For  purpoees  of  paragraph 
(2)(b),  the  term  "purchase"  means  any  acquisition  of 
stock,  but  only  if— 

(a)  the  "basis  of  the  stock  in  the  hands  of  the 
distributee  is  not  determined  (i)  in  whole  or  in  part 
by  reference  to  the  adjusted  basis  of  such  stock  in 
the  hands  of  the  person  fxom.  whom  acquired,  or  (ii) 
under  section  lOlJi(a)  (relating  to  property  acquired 
from  a  decedent), 

(B)  the  stock  is  not  acquired  in  an  exchange  to  | 
which  section  351  applies,  and 

(c)  the  stock  is  not  acquired  from  a  person  the 
ownership  of  whose  stock  would,  under  section  318(a), 
be  attributed  to  the  person  acquiring  such  stock. 


(26  U.S.C.  196k   ed..  Sec.  33^0 

SEC.  351.   TRANSFER  TO  CORPORATION  CONTROLLED  BY  TRANSFEROR. 

(a)  General  Rule. — No  gain  or  loss  shall  be  recognized  if 
property  is  transferred  to  a  corporation  by  one  or  more  persons 
solely  in  exchange  for  stock  or  securities  in  such  corporation 
and  immediately  after  the  exchange  such  person  or  persons  are  in 
control  (as  defined  in  section  368(c))  of  the  corporation.  For 
purposes  of  this  section,  stock  or  securities  issuea  for  servicesi 
shall  not  be  considered  as  Issued  in  return  for  property. 


(26  U.S.C.  196k   ed..  Sec.  351.) 

SEC.  TO8.  CONTINUATION  OF  PARTNERSHIP. 

(a)  General  Rule. — For  purposes  of  this  subchapter,  an 
existing  partnership  shall  be  considered  as  continuing  if  it 
is  not  terminated. 

(b)  Termination. — 

(1)  General  rule. — For  purpc|ses  of  subsection  (a), 
a  partnership  shall  be  considered  as  terminated  only  if — 

(a)  no  part  of  any  business,  financial  operation, 
or  venture  of  the  partnership  continues  to  be  carried 
on  by  any  of  its  partners  in  a  partnership,  or 
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(b)  within  a  12-month  period  there  is  a  sale  or 
exchange  of  50  percent  or  more  of  the  total  interest 
in  partnership  capital  and  profits. 


(26  U.S.C.  196k   ed..  Sec.  708. ) 
TSreasury  Regulations  on  Income  Tax  (195^  Code): 
§  1.708-1  Continuation  qf  partnership. 

(a)  General  rule.  For  purposes  of  subchapter  K,  chapter  1 
of  the  Code,  an  existing  partnership  shall  be  considered  as 
continuing  if  it  is  not  terminated. 

(b)  Termination. --(1)  General  rule,  (i)  A  partnership 
shall  terminate  when  the  oi)erations  of  the  partnership  are 
discontinued  and  no  part  of  any  business,  financial  operation, 
or  venture  of  the  partnership  continues  to  be  carried  on  by  any 
of  its  partners  in  a  partnership.  For  example,  on  November  20, 
1956,  A  and  B,  each  of  whom  is  a  20-percent  partner  in  partner- 
ship ABC,  sell  their  Interests  to  C,  who  is  a  60- percent  partner. 
Since  the  business  is  no  longer  carried  on  by  any  of  its  partners 
in  a  partnership,  the  ABC  partnership  is  terminated  as  of  Novem- 
ber 20,  1956.  However,  where  partners  DEF  agree  on  April  30,  1957, 
to  dissolve  their  partnership,  but  carry  on  the  business  through  a 
winding  up  period  ending  September  30,  1957,  when  all  remaining 
assets,  consisting  only  of  cash,  are  distributed  to  the  partners, 
the  partnership  does  not  terminate  because  of  cessation  of  business 
until  September  30,  1957. 


(26  C.F.R.,  Sec.  1.708-1.) 
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FOR  THE  NINTH  CIRCUIT 


Baker  Commodities,  Inc.,  a  California  Corporation, 

Appellant, 
vs. 

Commissioner  of  Internal  Revenue, 

Appellee. 


On  Petition  for  Review  of  the  Decision  of  the  Tax  Court 
of  the  United  States. 


REPLY  BRIEF  FOR  APPELLANT. 


Preliminary  Statement. 

A  comparison  of  appellee's  brief  with  that  filed  pre- 
viously by  appellant  will  disclose  immediately  that  the 
parties  have  taken  substantially  different  approaches 
to  the  issues  raised  by  this  appeal.  We  feel  that  one 
particular  aspect  of  this  difference  in  approach  requires 
some  preliminary  comment  before  we  address  ourselves 
to  appellee's  specific  arguments. 

Appellant  contends  that  the  trial  court  misconstrued 
the  meaning  and  purpose  of  the  statutory  provisions 
involved  herein,  ignoring  controlling  judicial  interpre- 
tations. Appellee  does  not  even  attempt  to  meet  most  of 
appellant's  legal  arguments,  but  instead  treats  the  ques- 


— 2— 

tions  presented  as  if  they  involve  determinations  of 
fact,  governed  on  appeal  by  the  "clearly  erroneous" 
rule. 

The  presumption  in  favor  of  the  trier  of  fact  un- 
der the  "clearly  erroneous"  rule  has  no  application 
here.  Although  some  of  the  issues  presented  have  been 
called  questions  of  fact,  an  examination  of  the  relevant 
cases  shows  that  such  characterization  merely  means 
that  the  result  turns  upon  a  determination  of  certain 
critical  facts  which  are  generally  a  matter  of  dispute. 
But  in  the  instant  case,  appellant  does  not  question  the 
Tax  Court's  determination  of  the  facts;  appellant's 
arguments  are  directed  solely  at  the  conclusions  which 
the  court  drew  from  its  findings  with  respect  to  the 
applicability  of  the  statutes  in  question.  This  is  strictly 
a  matter  of  applying  the  correct  principles  of  law  to  an 
uncontroverted  set  of  facts.  Whether  the  conclusions 
thus  required  are  labeled  as  questions  of  fact  or  law  or 
"mixed"  questions  is  immaterial.  The  point  is,  the  trial 
court  misapplied  the  law  to  the  facts  and  this  court  is 
not  in  any  way  bound  by  that  kind  of  error. 


— 3- 
ARGUMENT. 

I. 
Appellee  Failed  to  Refute  Appellant's  Arguments 
That  the  Trial  Court's  Findings  and  Uncon- 
troverted  Evidence,  as  a  Matter  of  Law,  Com- 
pelled the  Conclusion  That  the  June  26,  1961 
Transaction  Was  a  Purchase  and  Sale,  Not 
Governed  by  Section  351. 

A.  Appellee,  Like  the  Trial  Court,  Ignores  Completely  the 
Real  Purposes  of  the  Code  Provisions  in  Issue;  and 
Although  Appellee's  Interpretation  Differs  From  the 
Trial  Court's,  Both  Are  Equally  Irrelevant  to  the 
Statutory  Objectives. 

The  ultimate  question  presented  is  whether  appel- 
lant's acquisition  of  the  stock  of  two  subsidiary  cor- 
porations, herein  called  "Old  Baker  and  Kerman,"  was 
by  "purchase"  as  that  term  is  defined  in  section  334- 
(b)(2)  of  the  Internal  Revenue  Code  of  1954.  If  so, 
since  appellant  immediately  liquidated  those  corporations 
to  acquire  their  assets,  section  334(b)(2)  provides  ap- 
pellant's tax  basis  for  such  assets  is  equal  to  the  cost 
of  the  purchased  stock.  As  we  demonstrated  in  our 
opening  brief,  the  trial  court  erroneously  held  that  the 
stock  was  not  "purchased"  on  the  ground  that  the 
June  26,  1961  transaction  fell  within  the  mechanical 
provisions  governing  non-taxable  "exchanges"  under 
section  351,  which  exchanges  are  excluded  from  the 
statutory  definition  of  "purchase"  in  section  334(b)- 
(3)(B). 

In  defending  the  trial  court's  determination,  appellee 
argues  initially  to  the  effect  that  section  334(b)(2) 
is  an  exception  to  the  general  rule  and  therefore  the 
strict  requirements  of  that  statute  must  be  met  in  order 
to  obtain  its  benefits — implying  that  the  section  involves 
a   special   privilege   of   limited   application.    (Appellee's 


Br.  pp.  21-25.)   This  assertion  is  inaccurate,  however, 
and  ignores  the  real  purposes  of  the  statute. 

The  general  rule  is  that  a  taxpayer's  basis  for  an 
asset  acquired  by  purchase  is  the  cost  of  such  asset. 
Int.  Rev.  Code  §1012.  The  very  purpose  of  section  334- 
(b)(2)  is  to  apply  that  same  rule  to  situations  where 
a  corporation  acquires  assets  by  purchasing  the  stock 
of  another  corporation  and  then  liquidating  it.  In  such 
case,  the  transaction  is  really  a  purchase  of  assets.  But 
because  it  takes  the  form  of  a  stock  purchase  and  liq- 
uidation, it  would  be  governed  by  the  rule  applying  to 
normal  parent-subsidiary  liquidations,  if  it  were  not  for 
section  334(b)(2),  and  would  require  a  carryover  basis 
for  the  assets  received  by  the  parent.  Hence,  although 
the  basis  computed  by  reference  to  the  price  paid  for 
the  stock,  under  section  334(b)(2),  is  generally  called 
a  "stepped-up"  basis  {i.e.,  an  increase  over  the  depre- 
ciated basis  of  the  former  corporation),  it  is  not  really 
a  special  privilege  or  benefit.  It  is  simply  a  statutory 
recognition  of  the  fundamental  principle  that  the  sub- 
stance rather  than  the  form  of  a  transaction  controls  the 
incidence  of  taxation.  The  acquiring  corporation  does 
not  lose  its  just  and  proper  cost  basis  for  the  assets 
purchased  in  this  fashion  merely  because,  for  business 
reasons  or  convenience,  the  transaction  was  cast  in  the 
form  of  a  purchase  of  stock  and  liquidation. 

We  submit  that  there  is  no  question  but  that  appel- 
lant met  the  strict  requirements  of  section  334(b)(2) 
and  did  precisely  what  the  statute  contemplated.  Ap- 
pellant acquired  100%  of  the  stock  of  Old  Baker  and 
Kerman  (along  with  two  other  corporations)  on  June 
26,  1961,  pursuant  to  an  "Agreement  of  Purchase  and 
Sale,"  and  paid  a  total  price  of  $3,462,500  in  the  form 
of  promissory  notes  to  the  two  sellers,  the  Jerome  Broth- 
ers Partnership  and  R.  S.  Wilson  Co.  Appellant  then 
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immediately  liquidated  Old  Baker  and  Kerman  and  al- 
located the  purchase  price  to  the  assets.  The  trial  court 
found  that  the  price  had  been  negotiated  at  arms  length 
and  was  fair.  It  is  indisputable  that  appellant  would 
have  been  entitled  to  a  basis  measured  by  the  purchase 
price  if  it  had  purchased  the  assets  directly.  The  pur- 
pose of  section  334(b)(2)  is  to  give  appellant  this 
fundamental  right  where  the  purchase  was  carried  out 
in  a  different  form  but  with  the  same  economic  and 
substantive  effect. 

The  reason  for  excluding  section  351  transactions 
from  the  definition  of  the  term  ''purchase"  in  section 
334(b)(2)  is  consistent  with  the  overall  purpose  dis- 
cussed above.  As  we  pointed  out  in  our  opening  brief, 
the  basic  premise  which  underlies  a  section  351  trans- 
action is  that  there  is  a  mere  change  in  the  form  of  the 
transferor's  investment  in  the  transferred  property, 
rather  than  a  disposition  of  such  property  to  ''cash  in" 
such  investment.  (See  Appellant's  Br.  pp.  25-28.)  In 
such  situations,  there  should  be  no  change  in  basis. 
Hence,  section  362  of  the  Code  requires  that  the  con- 
trolled transferee  corporation  must  carry  over  the  trans- 
feror's basis  for  the  property  thus  acquired.  The  ex- 
clusion of  section  351  transfers  from  the  provisions  of 
section  334(b)(2)  achieves  the  same  result  where  the 
transferred  property  consists  of  stock  in  another  cor- 
poration which  is  then  liquidated. 

By  contrast,  a  true  sale  of  assets  is  always  more 
than  a  mere  change  in  the  form  of  an  investment. 
There  is  a  transfer  of  ownership  to  a  new  entity  in  ex- 
change for  payment  of  an  agreed  consideration  to  the 
former  owner.  Even  where  payment  of  the  purchase 
price  is  deferred  over  a  period  of  years,  with  appro- 
priate security  provisions,  it  represents  the  interest  of 
a  creditor  as  distinguished  from  that  of  a  proprietor. 


When  payment  is  complete,  the  seller  has  "cashed  in" 
his  investment.  Hence,  it  has  long  been  settled  that 
bona  fide  deferred  payment  sales  to  corporations,  even 
when  they  are  controlled  by  the  seller  through  stock 
ownership,  do  not  fall  within  the  meaning  or  purpose  of 
section  351.  They  are  to  be  treated  as  ordinary  taxable 
events,  the  same  as  all  other  sales ;  the  seller  reaHzes  gain 
and  the  buyer  acquires  a  new  basis  equal  to  his  cost. 

A  fortiori,  a  sale  of  stock  to  a  corporation  con- 
trolled by  someone  other  than  the  seller,  designed  to 
effect  an  acquisition  of  assets  through  a  section  334- 
(b)(2)  liquidation,  does  not  satisfy  the  purposes  of 
either  that  section  or  section  351,  and  to  apply  them 
would  unjustly  deprive  the  new  corporate  and  beneficial 
owners  of  their  rightful  cost  basis  for  the  assets  pur- 
chased and  paid  for. 

Nevertheless,  without  discussing  or  considering  the 
statutory  purposes,  the  trial  court  concluded  that  the 
June  26,  1961  transaction  fell  within  the  terms  of 
section  351,  applied  mechanically,  and  hence  appellant 
could  not  compute  its  basis  under  section  334(b)(2). 
In  an  approach  which  must  be  a  classic  example  of 
seeing  the  trees  but  never  the  forest,  the  court  first 
determined  that  the  promissory  notes  received  by  both 
the  Jerome  brothers  and  Wilson  Co.  for  the  purchase 
price  could  be  regarded  as  "securities";  then  the  court 
said  the  only  question  was  whether  the  transferors 
who  received  such  "securities"  were  in  "control"  of  ap- 
pellant, and  determined  that  they  had  the  necessary, 
80%  stock  ownership  by  viewing  the  sales  as  part  of 
a  "single  transaction"  along  with  the  prior  issuance  of 
appellant's  stock.  [T.  140-147.]  The  court  ignored  com- 
pletely the  significance  of  the  fact  that  70%  of  such 
stock  went  to  seven  individuals  who  were  not  previous 
owners,  and  that  one  of  the  sellers,  the  Wilson  Co.,  re- 
ceived no  stock  at  all. 


Appellee,  while  varying  the  emphasis,  was  equally 
arbitrary  and  oblivious  to  the  statutory  purposes.  Ap- 
pellee contends  that  the  question  of  whether  section  351 
applies  depends  first  upon  a  determination  of  whether 
the  Jeromes  (but  not  the  Wilson  Co.)  and  the  other 
70%  owners  of  appellant  constituted  a  "transferor 
group"  in  control  of  appellant  "immediately  after  the 
exchange,"  under  the  single  transaction  theory.  If  so, 
appellee  would  find  that  section  351  applied  regardless 
of  whether  the  note  received  by  the  Jeromes  was  a  se- 
curity. Appellee  suggests  that  if  the  note  was  not  a  se- 
curity and  was  regarded  as  the  equivalent  of  cash,  it 
would  be  treated  as  "boot"  under  section  351(b).  (Ap- 
pellee's Br.  pp.  26-30.)  However,  appellee  then  ar- 
gues that  the  trial  court  correctly  concluded  the  note 
received  by  the  Jeromes  was  a  security,  though  appar- 
ently conceding  the  court  was  mistaken  as  to  the  Wil- 
son note.  (Appellee's  Br.  pp.  29-35.) 

Because  they  did  not  relate  their  respective  ration- 
ales to  the  statutory  purposes,  both  appellee  and  the 
trial  court  misinterpreted  the  law  and  failed  to  properly 
analyze  the  uncontroverted  facts  of  this  case.  This  not 
only  resulted  in  their  equally  untenable  positions,  it 
produced  the  somewhat  anomalous  phenomenon  of  an 
appellee  tacitly  conceding  that  the  trial  court's  ration- 
ale was  wrong  but  nevertheless  defending  its  decision 
with  arguments  that  are  contrary  to  the  court's  find- 
ings. 

B.  Appellee  Erroneously  Argues  That  the  "Single  Trans- 
action" Doctrine  Justifies  the  Trial  Court's  Holding 
That  the  June  26,  1961  "Sale"  by  the  Jeromes  Was 
Governed  by  Section  351. 

Appellee  argues  at  length  that  the  evidence  supports 
the  trial  court's  finding  that  the  issuance  of  appellant's 
stock  and  the  June  26,   1961   transfer  of  property  by 
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the  Jeromes  "are  to  be  viewed  as  steps  in  a  single  trans- 
action." (Appellee's  Br.  pp.  26-29.)  This  totally  begs 
the  question  and  affords  appellee  a  straw  man. 

We  do  not  contend  that  the  June  26,  1961  sale  by 
the  Jeromes  and  R.  S.  Wilson  Co.  was  an  "isolated 
transaction,"  having  no  relation  to  the  issuance  of  ap- 
pellant's stock  as  appellee  suggests.  (Appellee's  Br.  pp. 
22-23.)  Certainly,  appellant  was  activated  for  the  pur- 
pose of  purchasing  the  various  assets  in  question  so 
that  it  could  carry  on — under  70%  new  ownership — 
the  businesses  formerly  carried  on  by  the  Jeromes  and 
Wilson  Co.  The  real  issue  is  zvhether  the  transfer  by 
the  Jeromes  was  a  bona  fide  sale.  If  it  was  a  sale,  as 
we  contend,  it  would  not  have  been  covered  by  section 
351  even  if  it  zvas  carried  out  simultaneously  with  the 
issuance  of  stock.  See  Charles  E.  Curry,  43  T.C.  667 
(1965)  and  Stevens  Pass,  Inc.,  48  T.C.  532  (1967), 
discussed  at  length  in  our  opening  brief. 

Contrary  to  the  suggestion  in  appellee's  brief,  the 
trial  court  did  not  find  that  the  June  26,  1961  trans- 
action was  not  a  bona  fide  sale.  On  the  contrary,  it  is 
implicit  in  the  court's  findings  that  a  bona  fide  sale — 
at  least  in  the  economic  sense — was  intended  and  ac- 
tually occurred.  The  court  simply  believed  it  could  not 
be  treated  as  a  ''sale"  for  tax  purposes  because  the 
length  of  term  and  protective  provisions  of  the  notes 
for  the  purchase  price  made  them  "securities,"  bring- 
ing the  transaction  within  the  purview  of  section  351. 
This  is  strictly  a  question  of  statutory  construction. 

In  other  words,  as  the  court  viewed  it,  section  351 
is  mandatory  and  must  be  applied,  irrespective  of  the 
parties'  intent,  solely  because  appellant's  obligation  to 
pay  for  the  purchased  assets  was  represented  by  "se- 
curities," rather  than  cash  or  short  term  notes.  In  reali- 
ty, the  fact  that  the  court  also  found  a  "single  transac- 
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tion"  involving  the  sales  and  stock  issuance,  was  nothing 
more  than  a  secondary  consideration  involving  the  "con- 
trol" requirement  of  the  statute.  Conceptually,  it  had 
nothing  to  do  with  the  court's  initial  but  erroneous  de- 
termination that  the  transaction  was  a  transfer  in  ex- 
change for  securities/ 

Appellee  ignores  the  trial  court's  actual  rationale, 
however,  and  argues  that  the  court  "concluded  that  the 
transaction  was  not  a  purchase  and  sale,  but  in  reality 
and  substance  part  of  a  plan  of  forming  and  financing  a 
corporation."  (Appellee's  Br.  p.  22.)  As  we  have  shown, 
and  as  the  record  plainly  indicates,  this  is  not  what  the 
court  concluded  at  all.  The  court  absolutely  did  not  find 
that  the  transaction  was  not  in  substance  a  sale  and 
could  not  have  done  so  under  the  uncontroverted  evi- 
dence. Thus,  appellee's  entire  "single  transaction"  ar- 
gument is  not  only  different  from  the  court's  rationale, 
it  is  based  upon  a  hypothesis  which  has  no  basis  in  the 
findings  or  record. 

Nor  is  there  anything  in  the  principles  which  underlie 
the  "step-transaction"  doctrine  which  would  convert  a 
true  sale  into  a  section  351  exchange.  All  that  doctrine 
means  is  that  a  purported  sale  which  is  in  fact  a  trans- 
fer in  exchange  for  stock  or  securities,  cannot  avoid  the 
impact  of  section  351  through  the  device  of  labeling 
it  a  sale  and  having  it  occur  before  or  after  the  is- 
suance of  the  stock  or  securities. 

A  mere  glance  at  the  step-transaction  cases  referred 
to  by  appellee  as  "involving  facts  quite  similar  to  the 


^While  we  agree  that  the  section  is  not  "optional,"  we  insist 
that  the  court  missed  the  point.  A  true  sale — which  depends  upon 
the  parties'  intent — does  not  come  within  reach  of  the  statute  at 
all.  Whether  or  not  the  purchase  price  is  paid  in  a  form  which 
might  be  regarded  as  a  "security"  is  immaterial.  The  facts  of  the 
Curry  and  Stevens  Pass  cases  are  indistinguishable  and  con- 
clusively refute  the  trial  court's  holding  here,  as  a  matter  of  law. 
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instant  case"  (Appellee's  Br.  p.  28)  will  reveal  imme- 
diately that  they  are  totally  inapposite.  Not  one  of  them 
involved  a  situation  even  remotely  like  the  one  present 
here.  Most  of  them  involved  transfers  solely  in  ex- 
change for  stock  and  the  question  was  whether  they 
were  covered  by  the  statute  even  though  they  occurred 
on  different  dates.  In  each  case,  since  the  transfers 
fell  squarely  within  the  statutory  purpose  of  effectuating 
a  mere  change  in  the  form  of  the  transferor's  invest- 
ment, they  were  held  to  be  "single  transactions"  cov- 
ered by  the  non-taxable  exchange  provisions.  Such  cases 
in  no  way  support  appellee's  position  in  this  case.^ 

It  is  apparent  that  appellee's  misapplication  of  the 
step-transaction  doctrine  to  the  facts  of  this  case  is 
the  result  of  a  fundamental  misunderstanding  of  the 
principles  governing  section  351  itself.  In  essence,  ap- 
pellee seems  to  believe  there  can  be  no  such  thing  as 
a  sale  of  a  going  business  to  a  new  corporation  by 
one  who  also  acquires  some  of  its  stock.  Appellee  re- 
peatedly talks  about  a  plan  of  "forming  and  financing 
a  corporation"  (Appellee's  Br.  pp.  22,  29,  39)  and  as- 


'^Houck  V.  Hinds,  215  F.  2d  673  (10th  Cir.  1952),  one  of 
the  "step  transaction"  cases  cited  by  appellee,  involved  an  at- 
tempted "sale"  which  became  a  non-taxable  exchange,  but  under 
unique  facts  which  have  no  relevance  here.  A  partnership  trans- 
ferred partnership  assets  to  a  corporation  in  exchange  for  prom- 
issory notes.  Originally,  the  corporation  was  to  be  owned  by  a 
third  party  but  he  promptly  sold  out  and  all  of  the  stock  was 
issued  to  the  former  partners.  The  court  held  the  entire  transac- 
tion resulted  in  a  non-taxable  exchange  and  treated  payments  on 
the  corporate  notes  as  ordinary  dividends — indicating  that  the 
notes  were  regarded  as  a  form  of  stock,  rather  than  as  a  bona 
fide  indebtedness.  Although  some  question  might  be  raised  as  to 
the  soundness  of  some  of  the  court's  reasoning,  Houck  v.  Hinds 
has  no  application  here  for  obvious  reasons.  Here  notes  for  the 
purchase  price  were  found  to  be  bona  fide  indebtednesses,  not 
stock.  Furthermore,  that  case  was  expressly  distinguished  in  Stev- 
ens Pass,  Inc.,  48  T.C.  532  (1967)  for  precisely  the  same  reason 
it  is  distinguishable  here :  there  was  no  change  in  ownership  to 
take  the  case  outside  the  purview  of  the  statute. 
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serts  that  section  351  cannot  be  avoided  by  affixing  to 
such  transaction  the  label  "sale."  (Appellee's  Br.  pp. 
19,  28-29,  30-31.)  Yet,  appellee  apparently  concedes 
(disagreeing  with  the  Tax  Court)  that  the  Wilson 
Co.'s  transfer  to  appellant,  as  part  of  the  very  same 
transaction,  was  a  sale,  not  covered  by  section  351, 
because  the  "seller"  received  no  stock  in  appellant.  (Ap- 
pellee's Br.  pp.  27,  n.  12,  34  n.  19.)  In  other  words, 
appellee  urges  that  treatment  of  the  Jeromes'  transfer 
as  a  sale  is  precluded  solely  because  they  "retained  for 
themselves  a  highly  significant  degree  of  participation 
in  and  control  over  the  affairs  of  the  taxpayer-corpora- 
tion in  its  operation  of  the  business  purportedly  'sold' 
to  it."  (Appellee's  Br.  p.  30.) 

Appellee  makes  no  attempt  to  reconcile  this  theory 
with  the  many  cases  we  cited  in  our  opening  brief,  in 
which  transfers  were  held  to  be  excluded  from  section 
351  because  they  were  sales,  even  though  the  sellers 
owned  all  of  the  purchasing  corporations'  stock  and  the 
corporations  were  formed  for  the  purpose  of  making 
such  purchases.  See,  e.g.,  Millers  Estate  v.  Commis- 
sioner, 239  F.  2d  729  (9th  Cir.  1956) ;  Murphy  Logging 
Co.  V.  United  States,  378  F.  2d  222  (9th  Cir.  1967)  ; 
Sun  Properties,  Inc.  v.  United  States,  220  F.  2d  171 
(5th  Cir.  1955);  Henry  F.  Shannon,  29  T.C.  702 
(1958);  Warren  H.  Brown,  27  T.C.  27  (1956),  acq., 
1957-2  C.B.  4.  Additional  cases  are  cited  on  page  30 
of  our  opening  brief. 

Furthermore,  as  we  have  repeatedly  emphasized  be- 
cause of  its  importance,  our  case  presents  an  even 
stronger  case  than  those  involving  sales  to  corporations 
wholly  owned  by  the  sellers,  because  the  Jeromes  owned 
only  30%  of  appellant's  stock.  Hence,  the  principal  pur- 
pose and  actual  effect  of  the  transaction  was  to  shift 
70%  of  the  beneficial  ownership  and  voting  control  to 
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seven  key  employees  who  did  not  previously  have  any 
proprietary  interest  in  the  business.  This  substantial 
shift  in  proprietary  interest  must,  as  a  matter  of  law, 
be  regarded  as  a  sale  falling  outside  the  coverage  of 
section  351,  even  if  it  is  deemed  part  of  the  overall 
transaction  of  "forming  and  financing"  appellant.  The 
cases  of  Charles  E.  Curry,  supra  and  Stevens  Pass, 
Inc.,  supra,  expressly  rejected  appellee's  single  transac- 
tion theory  because  of  changes  in  ownership  which 
were  less  pronounced  than  this. 

Appellee  totally  ignores  this  change  in  ownership 
and  voting  control  and  even  goes  so  far  as  to  attempt 
to  materially  distort  the  trial  court's  findings  by  using 
sweeping  generalities  to  describe  the  alleged  "highly  sig- 
nificant degree  of  participation  in  and  control  over  the 
affairs  of"  appellant.  Appellee  repeatedly  states  that 
the  Jeromes  "dominated"  appellant;  that  they  "retained 
extensive  and  highly  restrictive  controls"  over  appel- 
lant and  were  "heavily  involved"  in  management.  (Ap- 
pellee's Br.  pp.  18-19,  38-39.)  Appellee  also  suggests 
that  the  Jeromes  "did  not  want  to  sell  or  'cash-in'  their 
various  interests  .  .  .  but  instead  to  merely  lay  the 
foundation  for  a  perpetuation  of  their  business  by  their 
employees  after  they  retired."  (Appellee's  Br.  p.  18.) 
All  of  this  is  squarely  contrary  to  the  trial  court's 
findings.^ 

What  the  court  actually  found  is  that  the  Jeromes 
"agreed  to  sell"  their  partnership  assets  to  appellant 
for  the  purpose  of  perpetuating  their  business,  knowing 
that  there  would  be  an  immediate  loss  of  control  be- 


^Appellee's  reference  to  the  fact  that  the  Jeromes  and  keymen 
had  the  same  management  positions  after  the  transaction  as 
before  is  also  misleading  in  light  of  the  findings.  While  their 
titles  may  have  been  the  same,  the  court's  findings  and  the  evi- 
dence showed  a  decided  shift  in  actual  responsibility  to  the  key- 
men  after  they  acquired  their  proprietary  interests. 
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cause  they  would  be  reduced  to  a  minority  voting  posi- 
tion. [T.  93,  109,  135-136.]  The  court  expressly  stated: 
"Correspondingly,  we  do  not  interpret  the  multi- 
tude of  facts  surrounding  the  transaction  as  in- 
dicating an  attempt  by  the  Jerome  Brothers  to 
transfer  the  business  while,  at  the  same  time,  re- 
taining control  thereof.  In  support  of  this  inter- 
pretation, we  note  that  subsequent  to  the  transac- 
tion, not  only  were  the  brothers'  minority  stock- 
holders, but  they  actually  assumed  less  responsibil- 
ity in  the  company's  management  while  the  key- 
men  assumed  increasingly  more."  [T.  132.] 

As  for  the  "restrictions"  imposed  upon  appellant  by 
the  Agreement  of  Purchase  and  Sale  for  the  duration 
the  purchase  obligation  remained  outstanding,  the  court 
correctly  observed  that  their  purpose  was  to  protect 
the  Jerome  Brothers  Partnership,  as  a  creditor,  from 
indiscriminate  acts  of  management  which  might  severe- 
ly affect  appellant's  ability  to  make  timely  payments  on 
the  note.  Moreover,  the  court  said  it  was  significant 
that  "those  restrictions  are  not  of  a  nature  which  would 
permit  the  Jerome  Brothers  to  bind  the  corporation 
whenever  and  however  desired."  [T.  134-135.]^ 

Accordingly,  finding  just  the  opposite  of  what  ap- 
pellee represents,  the  court  concluded : 

"We  search  the  record  in  vain  for  any  significant 
evidence  which  might  suggest  that  the  brothers 
intended  to  retain  effective  control  over  New  Baker 
after  the  1961  transaction.  Subsequent  to  June, 
1961,    the    key    men    assumed    more    responsibility 


^The  creditors'  "controls"  were  strictly  of  a  limited  and  nega- 
tive nature,  imposing  restrictions  of  a  type  to  be  expected  in  any 
long-term  sale  on  credit.  They  would  not  affect  appellant's  opera- 
tions in  the  ordinary  course  of  its  business.  Exactly  the  same 
"controls"  were  provided  for  in  the  Wilson  Co.'s  agreement  with 
appellant — which  appellee  concedes  was  a  sale. 
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and  control  over  the  affairs  of  New  Baker's  busi- 
ness while  the  brothers,  especially  Frank,  assumed 
less.  ...  In  fact,  the  company  enjoyed  its  greatest 
financial  success  in  the  period  subsequent  to  June, 
1961,  under  the  increasing  direction  and  control 
of  the  keymen."  [T.  135-136.] 

In  the  final  analysis,  appellee's  "single  transaction" 
argument  is  a  thinly  disguised  second  effort  to  prevail 
under  its  original  "sham  transaction"  theory  which  was 
expressly  rejected  by  the  trial  court.  Every  one  of  the 
arguments  appellee  advances  now  was  advanced  below 
in  support  of  the  contention  that  the  alleged  sale  was 
a  sham,  that  the  Jeromes  retained  actual  control  of  ap- 
pellant, and  in  substance  the  note  they  received  rep- 
resented an  equity  interest  rather  than  that  of  a  cred- 
itor. This  court  is  respectfully  referred  to  the  Tax 
Court's  thorough  disposition  of  these  discredited  argu- 
ments in  the  opinion  below.  [T.  125-137.] 

C.  Appellee  Misstates  the  Law  and  Completely  Fails  to 
Meet  Appellant's  Contention  That  the  Installment  Note 
to  the  Jeromes  Was  Not  a  "Security"  Within  the  Pur- 
view of  Section  351. 

As  stated  previously,  the  sole  basis  for  the  trial 
court's  decision  that  section  351  applied  to  the  June 
26,  1961  transaction  was  the  court's  conclusion  that 
the  installment  notes  received  by  both  the  Jeromes  and 
R.  S.  Wilson  Co.  constituted  "securities."  [T.  140- 
143.]  In  our  opening  brief  we  demonstrated  that  this 
conclusion  was  the  result  of  a  misunderstanding  of 
the  meaning  and  purpose  of  that  term  as  it  is  used  in 
section  351.  A  corporate  obligation  given  in  exchange 
for  a  transfer  of  property  constitutes  a  security  within 
the  meaning  of  the  organization  and  reorganization 
provisions  of  the  Code  only  where  it  provides  the  trans- 
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feror  with  a  continuing  stake  in  the  business  of  the 
corporation,  amounting  to  a  proprietary  interest.  We 
cited  numerous  decisions  holding  that  a  long-term  in- 
stallment obligation  given  as  the  purchase  price  in  a 
bona  fide  sale  to  the  corporation  does  not  provide  the 
requisite  continuing  proprietary  interest,  but  creates 
only  a  debtor-creditor  relationship.^  Hence,  such  obliga- 
tion is  not  a  security  within  the  purview  of  section 
351. 

Although  appellee  also  argues  that  the  Jeromes'  note 
was  a  security,  appellee's  entire  rationale  and  interpre- 
tation of  section  351  is  quite  different  from  that  of 
the  trial  court.  In  the  preceding  discussion,  we  pointed 
out  that  appellee  mistakenly  believes  section  351  would 
apply  to  the  Jeromes'  sale  to  appellant  under  the  "step 
transaction"  doctrine  regardless  of  whether  the  note 
was  a  security.  (Appellee's  Br.  pp.  29-30.)  As  appel- 
lee sees  it,  the  key  factor  is  that  the  Jeromes  retained 
stock  in  appellant.  This  provides  the  excuse  for  com- 
bining the  sale  and  stock  issuance  into  a  "single  trans- 
action" under  section  351 — disregarding,  of  course,  the 
economic  effect  of  the  transaction  and  statutory  pur- 
pose. Appellee  also  uses  the  fact  of  stock  ownership  to 
defend  the  Tax  Court's  decision  that  the  Jeromes'  note 
was  a  security.  But  at  the  same  tune,  appellee  apparent- 
ly concedes  the  court  was  wrong  in  concluding  that  the 
note  received  by  the  Wilson  Co.  was  a  security,  because 
Wilson  received  no  stock.  (Appellee's  Br.  p.  34.) 

Appellee  tries  to  brush  aside  the  trial  court's  holding 
that  the  Wilson  note  was  a  security,  suggesting  that 
it  is  of  no  importance  because  it  was  not  necessary 
to  include  Wilson's  50%  of  the  Kerman  stock  in  the 
section  351  transaction  to  disqualify  the  "purchase" 
of  all  of  Kerman's  stock  under  section  334(b)(3)(B). 


^See,  e.g.  Le  Tulle  v.  Scofield,  308  U.S.  415  (1940). 
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Disqualifying  the  Jeromes'  50%  was  enough  to  do  the 
job.  But  the  significance  of  this  dichotomy  in  reason- 
ing between  appellee  and  the  trial  court  with  respect  to 
the  treatment  of  the  Wilson  Co.  cannot  be  ignored.  In- 
deed, it  illustrates  graphically  that  neither  appellee  nor 
the  trial  court  really  understood  the  purpose  and  scope 
of  section  351   or  the  meaning  of  the  term  securities. 

The  trial  court  believed  that  both  notes  (which  con- 
tained substantially  identical  terms)  constituted  securi- 
ties because  of  their  15-year  length  and  their  restric- 
tive "security  provisions."  The  court  said  these  factors 
gave  the  noteholders  "a.  continuing  interest  in  the  busi- 
ness." Hence,  it  concluded  both  the  Jeromes  and  Wil- 
son Co.  had  made  section  351  transfers  in  exchange 
for  securities.  Although  the  court  mentioned  the  re- 
tention of  stock  by  the  Jeromes  as  an  additional  factor, 
it  was  clearly  not  controlling  in  the  court's  thinking 
because  admittedly  the  Wilson  Co.  did  not  retain  any 
stock. 

Appellee,  on  the  other  hand,  places  its  emphasis  on 
stock  ownership  rather  than  the  notes  themselves.  Hence, 
it  is  argued  that  the  Jeromes  had  a  continuing  proprie- 
tary interest  in  the  business  from  their  stock  ownership, 
and  therefore  their  note  is  a  security;  but  because  the 
Wilson  Co.  did  not  retain  any  stock,  it  did  not  have  a 
proprietary  interest  in  appellant  and  its  note  was  not 
a  security.  Thus,  appellee  concludes  that  although  they 
made  simultaneous  transfers  as  part  of  the  same  trans- 
action under  virtually  the  same  agreements  of  pur- 
chase and  sale,  receiving  installment  notes  identical  ex- 
cept as  to  face  amount,  Wilson's  transfer  was  a  sale 
and  the  Jeromes'  was  not.  (Appellee's  Br.  p.  34.) 

Implicit  in  this  argument  is  appellee's  concession  that 
the  notes  by  themselves  do  not  constitute  securities  be- 
cause they  do  not  provide  a  continuing  proprietary  in- 
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terest  in  appellant's  affairs.  Hence,  appellee,  in  effect, 
agrees  with  us  that  the  trial  court's  emphasis  on  the 
term  of  the  notes  and  protective  provisions  as  supplying 
the  necessary  continuity  of  interest  was  erroneous.^ 
Accordingly,  when  appellee  asserts  that  the  evidence 
supports  the  finding  of  "a  continuing  stake  in  the 
business"  on  the  part  of  the  Jeromes,  appellee  is  not  even 
talking  about  the  same  "security  interest"  contemplated 
by  the  trial  court. 

It  requires  only  minimal  research  and  analysis  to 
see  that  appellee's  interpretation  of  the  law  is  just  as 
incorrect  as  the  trial  court's.  Appellee  states,  without 
any  citation  of  authority,  that  the  requisite  proprietary 
interest  "need  not  be  exercised  through  the  'securities'  " 
(Appellee's  Br.  p.  32) ;  and  "there  is  no  requirement 
that  the  security  itself  be  in  the  nature  of  a  proprie- 
tary interest,  so  long  as  the  transferor  retains  some 
continuing  stake  and  degree  of  participation  in  the 
transferee  corporation  beyond  that  of  a  mere  creditor." 
(Appellee's  Br.  p.  34.)  In  other  words,  it  is  not  the 
term  or  even  the  provisions  of  the  note  itself   which 


^Although  appellee  does  not  deny  that  a  continued  proprietary 
interest  is  necessary  for  section  351  to  apply,  appellee  offers  a 
very  confusing  non  sequitnr  that  the  continuity  of  interest  re- 
quirement in  a  "securitj/"  is  somehow  of  "less  significance"  here 
than  it  was  in  Cortland  Specialty  Co.  v.  Cainmissioner,  60  F.  2d 
937  (2d  Cir.  1932)  and  Pinellas  lee  &  Cold  Storage  Co.  v.  Com- 
missioner, 2d>7  U.S.  462  (1933),  because  of  a  1934  change  in  the 
statutory  definition  of  "reorganization."  Appellee  also  seems  to 
imply  from  his  selective  quotations  from  those  cases  that  it  is  only 
"short-term  purchase-money  notes"  which  fail  to  meet  the  re- 
quirement. (Appellee's  Br.  pp.  32-34.)  This  entire  point  is  con- 
clusively disposed  of  by  reference  to  Le  Tulle  v.  Scofield,  308  U.S. 
415  (1940),  which  we  discussed  at  length  in  our  opening  brief  but 
appellee  seems  to  have  overlooked.  That  case  expressly  held  that 
Cortland  and  Pinellas  were  not  limited  to  short-term  notes ;  and 
that  longterin  purchase  obligations  given  in  connection  with  a  bona 
fide  sale  were  not  "securities"  because  they  did  not  give  the  credi- 
tor a  continuing  proprietary  interest  as  contemplated  by  the  non- 
taxable exchange  provisions  in  connection  with  corporate  reorgan- 
izations. 
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make  it  a  "security"  in  appellee's  view,  but  rather  the 
fact  there  was  a  proprietary  interest  independent  of 
the  note  throug-h  retention  by  each  of  the  Jeromes  of 
10%  of  appellant's  stock.  Appellee's  rationale  would 
apply  with  equal  effect  to  a  transaction  in  which  a 
"seller"  receives  only  one  share  of  stock  and  1,000  or 
more  shares  are  issued  to  outsiders  who  invest  cash. 
In  other  words,  it  becomes  virtually  impossible  for  an 
individual  to  make  a  sale  of  business  assets  to  a  newly 
formed  corporation  if  he  receives  any  stock  interest, 
no  matter  how  small/ 

Appellee's  belief  that  mere  stock  ozvnership  in  the 
purchasing-  corporation  by  the  seller  can  convert  a  bona 
fide  obligation  for  the  purchase  price  into  a  "security" 
within  the  purview  of  section  351,  is  absolutely  con- 
trary to  the  law,  not  to  mention  common  sense.  We 
wish  appellee  had  seen  fit  to  explain  how  it  is  that 
so  many  of  the  cases  which  we  discussed  in  our  opening 
brief  held  deferred  payment  sales  to  newly  formed 
corporations,  ozvned  entirely  by  the  sellers,  were  not 
covered  by  section  351.  (Appellant's  Br.  pp.  30-32.) 

For  example,  in  Warren  H.  Brourn,  27  T.C.  27 
(1956),  in  which  the  Commissioner  acquiesced  in  1957- 
2  C.B.  4,  the  Tax  Court  held  a  transfer  of  partner- 
ship assets  to  a  newly  formed  corporation,  owned  en- 
tirely by  the  partners,  in  exchange  for  ten-year  install- 
ment notes,  was  a  bona  fide  sale  not  covered  by  sec- 
tion 351.  The  court  expressly  ruled  that  the  notes  were 
not  securities  because  they  did  not  give  the  sellers  a 
continued  participation  in  the  business;  they  simply  rep- 


■^As  we  saw  in  appellee's  "step  transaction"  argument,  appel- 
lee ur»es  that  Jeromes'  "sale"  is  governed  by  section  351  even  if, 
instead  of  a  "security,"  they  are  deemed  to  have  received  "cash  or 
its  equivalent."  (Appellee's  Br.  p.  30.)  There  is  simply  no  room 
in  appellee's  theory  for  a  sale  on  any  terms  to  a  newly  formed 
corporation,  if  the  seller  owns  some  of  its  stock. 
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resented  creditors'  interests.  Hence,  the  court  correctly 
recognized  that  the  "continued  proprietary  interest" 
which  is  required  of  a  security  must  come  from  the  se- 
curity itself,  rather  than  stock  ownership.  Appellee's 
argument  to  distinguish  Brown,  that  the  transfer  in- 
volved only  part  of  the  partnership  business,  whereas 
the  Jeromes  transferred  all  of  their  business,  is  patently 
irrelevant;  and  the  rest  of  appellee's  argument  simply 
assumes  the  very  point  in  issue.  (Appellee's  Br.  p.  37.) 

Two  other  cases  in  point  cited  in  our  opening  brief, 
which  appellee  chose  not  to  discuss,  are  Harry  F.  Shan- 
non, 29  T.C.  702  (1958)  and  Arthur  F.  Brook,  T.C. 
Memo  1964-285,  23  T.C.M.  1730,  rev'd  on  other 
grounds,  360  F.  2d  1011  (2d  Cir.  1966).  Both  held  in- 
stallment notes  received  from  corporations,  formed  to 
acquire  the  sellers'  business  assets,  represented  true  sales 
and  were  not  securities  within  the  contemplation  of 
section  351  or  its  forerunner  under  the  1939  Code, 
despite  the  simultaneous  acquisition  of  stock  ownership 
and  control  on  the  part  of  the  sellers.  In  Shannon, 
the  sellers  owned  all  of  the  purchasing  corporation's 
stock  and  in  Brook  the  seller  owned  60%  of  the  stock. 
The  following  language  from  Brook  (at  p.  1739)  flatly 
refutes  appellee's  position  in  the  instant  case : 

"The  only  investment  Brook  had  in  petitioner  was 
his  stock.  Petitioner's  installment  obligation  was 
not  intended  to  give  Brook  a  continuing  invest- 
ment or  stake  in  petitioner's  business.  On  the  con- 
trary, the  purpose  of  the  contract  was  to  liquidate, 
as  quickly  as  was  consistent  with  petitioner's  busi- 
ness and  financial  exigencies,  all  of  Brook's  in- 
terest, other  than  that  arising  in  connection  with 
his  stock  ownership,  in  petitioner's  economic  well- 
being.  Therefore,  petitioner's  contractual  obliga- 
tion to  pay  Brook  for  the  franchise  is  not  a  se- 
curity within  the  meaning  of  section  351." 
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Appellee  is  also  wide  of  the  mark  in  attempting  to 
distinguish  Charles  E.  Curry,  supra,  and  Stevens  Pass, 
Inc.,  supra,  which  are  even  closer  to  the  instant  case 
and  present  the  most  compelling  reasons  for  rejecting 
appellee's  position,  as  well  as  that  of  the  trial  court. 
Appellee  says  that  in  Curry  the  sellers  "ceased  to  have 
a  continuing  stake  in  the  affairs  of  the  transferee  cor- 
poration that  in  any  way  approached  that  of  the  Je- 
romes." (Appellee's  Br.  p.  38.)  Appellee  did  not  read  the 
facts  of  that  case  very  carefully.  Two  of  the  four  sellers 
there,  a  father  and  son,  retained  55%  of  the  stock,  giv- 
ing them  voting  control  in  the  new  corporation.  The 
remaining  45%  of  the  stock  was  owned  by  the  husband 
of  a  third  seller.  All  of  the  sellers  were  members  of  the 
same  family.  In  the  instant  case,  by  contrast,  none  of 
the  Jeromes  had  over  10%  of  the  new  corporation  and 
collectively  they  had  only  30% — far  short  of  voting 
control.  Moreover,  as  part  of  the  same  transaction 
here,  one  seller,  the  Wilson  Co.,  cashed  in  completely, 
just  as  two  of  the  sellers  did  in  Curry.  But  the  over- 
all shift  in  ownership  here  was  even  greater  than  in 
Curry,  since  70%  of  the  enterprise  passed  to  entirely  new 
owners  who  were  not  relatives  of  the  sellers. 

With  respect  to  Stevens  Pass,  Inc.,  appellee  merely 
states  that  the  corporation  was  formed  because  of  an 
"irreparable  dispute"  between  two  of  the  owners  of  the 
former  enterprise  which  led  them  to  solicit  outside 
investors  for  a  new  corporation  to  which  they  would 
"sell  out"  their  interests;  that  one  of  the  sellers  did 
not  receive  any  stock  in  the  new  corporation;  and  that 
the  new  corporation  was  "dominated  by  the  outside  in- 
vestors." (Appellee's  Br.  p.  38.)  But  how  is  this  ma- 
terially different  from  the  instant  case?  The  fact  that 
here  there  was  a  different,  but  equally  legitimate,  busi- 
ness motive  for  selling  to  a  corporation  controlled  by  in- 
dividuals who  had  no  prior  ownership  interest,  is  cer- 
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tainly  not  a  material  distinction.  And,  like  Stevens  Pass, 
Inc.,  one  of  the  sellers  here  (owning-  50%  of  two  of 
the  transferred  corporations)  sold  out  without  receiv- 
ing- any  stock  in  appellant.  But  the  most  important  point 
of  all,  once  again,  is  the  fact  that  here  the  Jeromes 
had  only  30%  of  appellant,  whereas  in  Stevens  Pass, 
Inc.,  two  of  the  sellers  retained  an  agg"regate  of  50% 
of  the  new  corporation,  thereby  depriving  the  outside 
investors  of  voting  control. 

Aside  from  being  totally  irrelevant  under  the  cases, 
appellee's  continued  use  of  generalities  to  the  effect 
that  the  Jeromes  "dominated"  and  "controlled"  appel- 
lant, as  justification  for  the  court's  conclusion  that  the 
Jeromes'  note  was  a  security  (Appellee's  Br.  pp.  36- 
40),  has  already  been  exposed  as  contrary  to  the  court's 
findings  and  the  record.  Appellee  simply  refuses  to  ac- 
cept the  trial  court's  pivotal  finding  that  a  majority  of 
the  beneficial  ownership  and  actual  control  passed  to 
the  seven  keymen  as  the  result  of  the  June  26,  1961 
transaction. 

To  sum  up,  we  submit  that  the  70%  change  in  own- 
ership, along  with  the  court's  extensive  findings  es- 
tablishing the  bona  fide  character  of  the  transaction, 
compel  a  reversal  on  this  issue.  Neither  appellee  nor  the 
trial  court  cite  a  single  case,  and  we  are  confident 
there  are  none,  where  section  351  has  been  applied  to  a 
transaction  involving  any  substantial  change  in  own- 
ership. Moreover,  Charles  E.  Curry  and  Stevens  Pass, 
Inc.,  which  cannot  be  distinguished,  expressly  held  that 
lesser  changes  than  what  we  have  here  conclusively  pre- 
cluded application  of  the  statute.  Those  cases  are  co- 
gently reasoned  to  effectuate  the  purposes  of  the  statute 
and  definitely  should  be  followed  in  this  case. 
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II. 
Appellee  Failed  to  Refute  Appellant's  Arguments 
That  the  Trial  Court  Erred  in  Its  Interpretation 
of  the  Constructive  Ownership  Rules  of  Section 
318,  Thereby  Denying  Appellant  a  Stepped-Up 
Basis  in  Connection  With  Both  the  1961  and 
1962  Transactions. 

This  issue,  to  a  certain  extent,  overlaps  with  the 
first  issue  involving  section  351.  As  an  alternative 
ground  for  holding  that  the  June  26,  1961  purchase  and 
sale  did  not  qualify  for  a  stepped-up  basis  under  section 
334(b)(2),  the  Tax  Court  held  that  the  stock  owned 
by  the  Jeromes  in  the  corporations  acquired  by  appel- 
lant was  attributable  to  appellant  under  the  constructive 
ownership  rules  of  section  318.  Stock  attributable  from 
a  seller  to  a  buyer  cannot  be  "purchased"  under  the 
statutory  definition  of  that  term  in  section  334(b)(3) 
(C).  On  the  same  ground,  the  court  held  that  appel- 
lant's December  20,  1962  purchase  of  the  Jeromes' 
stock  of  a  Panamanian  corporation,  herein  called  "ver- 
onica," did  not  qualify  for  treatment  under  section  334 
(b)(2). 

The  manner  in  which  this  result  was  brought  about, 
through  an  involved  compounding  of  several  different 
constructive  ownership  rules,  is  described  in  our  open- 
ing brief.  In  essence,  the  court's  interpretation  of  section 
318  treats  the  Jeromes,  who  actually  owned  only  30%' 
of  appellant's  stock,  as  if  they  owned  51.5%,  barely 
nudging  them  over  the  fatal  50%  required  to  bar  the 
application  of  section  334(b)(2)  to  any  purchase  of 
stock  from  the  Jeromes  by  appellant. 

The  vital  link  in  the  court's  chain  of  attribution  was 
supplied  by  a  certain  limited  partnership,  herein  called 
"Manchester."  Although  the  court  found  Manchester 
sold  all  of  its  assets  and  ceased  to  engage  in  business 
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prior  to  either  the  1961  or  1962  transactions,  the  court 
nevertheless  concluded  Manchester  remained  an  existing 
"partnership"  within  the  meaning  and  contemplation  of 
section  318,  for  purposes  of  treating  its  former  part- 
ners as  the  owners  of  each  other's  stock  in  appellant. 
The  court  found  that  Manchester  continued  to  collect 
some  of  the  proceeds  from  the  March  1,   1961   install- 
ment sale  of  its  entire  assets  and  reported  such  collec- 
tions  in   a   "final   partnership   return"    for   the   period 
ending  August  31,   1962;  the  return  also  showed  that 
a  small  balance  on  the  sale  price  remained  outstanding 
as  of  August  31,   1962.  It  was  further  found  that  no 
formal   dissolution   papers   were   filed   for   Manchester. 
[T.   152-154.]   On  these  findings,  the  court  concluded: 
"Inasmuch  as  the  partnership  continued  to  exist, 
at  least   for  the  purpose  of   receiving  the   unpaid 
balance   on   the   promissory   note,   we   must   reject 
petitioners'  contention  and  hold  that  on  December 
20,    1962,   Manchester   Medical   Hospital   was   still 
winding  up  its  corporate   (sic)   affairs  and  there- 
fore was  in  existence  for  the  purpose  of  applying 
the  attribution  rules  of  section  318(a)."   [T.   152- 
154]' 


^Appellee's  renewed  attempt  to  rely  on  the  existence  of  an- 
other alleged  partnership,  American  Extraction  Co.,  as  an  al- 
ternate to  Manchester  to  supply  the  necessary  attribution  (Ap- 
pelle's  Br.  p.  44,  n.  24),  is  entirely  improper.  Appellee  urged 
below  that  American  remained  in  existence  after  it  ceased  to 
transact  business  and  turned  over  its  remaining  assets  to  "Old 
Baker"  in  1960,  but  the  trial  court  refused  to  make  any  such 
finding  of  continued  existence  by  American.  Although  the  court's 
findings  recite  the  facts  concerning  American,  they  do  not  ex- 
press the  date  wlien  the  partnership  terminated  \'T.  115-118.]  : 
it  is  abundantly  clear,  however,  that  the  court  did  not  regard 
that  partnership  as  being  in  existence  for  section  318  purposes 
since  it  is  not  even  mentioned  in  the  court's  discussion  of  the 
attribution  issue  in  its  opinion.  [T.  148,  151-156.] 

Moreover,  the  court's  rationale  in  dealing  with  Manchester 
shows  that  American  was  not  considered  to  be  in  existence  at 
(This  footnote  is  continued  on  the  next  page) 
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No  reason  was  offered  by  the  court,  and  none  is  sug- 
gested by  appellee,  as  to  why  Manchester  was  found 
to  have  remained  in  existence  after  August  31,  the  clos- 
ing date  of  its  "final  return." 

As  we  pointed  out  in  our  opening  brief,  this  is  en- 
tirely a  question  of  statutory  interpretation  and  a  mat- 
ter of  first  impression  before  the  appellate  courts.  The 
only  other  case  to  even  consider  the  question  of  when 
a  partnership  ceases  to  be  such  under  section  318  was 
/.  Milton  Sorem,  40  T.C.  206  (1963),  rev'd  on  other 
grounds,  334  F.  2d  275  (10th  Cir.  1964),  on  which 
both  the  trial  court  and  appellee  rely.  There,  the  Tax 
Court,  in  an  opinion  by  the  same  judge  who  wrote  the 
opinion  in  the  instant  case,  gave  the  question  no  more 
than  passing  comment  in  a  footnote;  and  the  Tenth 
Circuit  Court  of  Appeals,  reversing  for  other  reasons, 
did  not  mention  it  at  all.  Furthermore,  while  we  believe 
Sorcm  was  inadequately  reasoned  and  wrongly  decided 
by  the  Tax  Court  on  this  point,  the  case  is  distin- 
guishable. There,  the  taxpayer  admitted  that  the  part- 
nership continued  in  existence  and  continued  to  collect 
and  pay  various  accounts  which  had  been  created  by 
ordinary  business  operations  of  the  partnership.  Hence, 
Sorem  involved  a  very  different  type  of  "winding  up" 
activity  from  that  found  here — where  there  was  merely 

the  time  of  either  the  1961  or  1962  transactions  because,  al- 
though American  was  not  terminated  by  any  formal  documenta- 
tion, it  did  not  collect  any  money  or  file  any  tax  returns  after 
1960.  Contrary  to  appellee's  assertion  (Appellee's  Br.  p.  17), 
the  proceeds  of  the  1961  sale  by  appellant  of  the  inventory  ac- 
quired from  American  were  paid  to,  the  former  partners  in  their 
individual  capacities.    The  court  expressly  found  : 

"The  last  partnership  income  tax  return  for  American  was 
filed  for  the  calendar  year  1960.  Those  individuals  who  had 
been  partners  in  American  reported  income  received  from  the 
1961  disposition  of  American's  inventory  on  their  individual 
income  tax  returns  for  that  year,"  (Emphasis  added.) 
[T.  117.] 
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a  partnership  tax  return  reporting  collections  on  the  in- 
stallment note  from  the  very  sale  of  the  partnership's 
entire  assets  which  we  contend  dissolved  the  partner- 
ship under  state  law,  and  terminated  it  for  partnership 
taxation  purposes  under  the  Internal  Revenue  Code. 

It  is  our  contention  that  the  statutory  purposes  be- 
hind sections  318  and  334(b)(3)(C)  compel  a  differ- 
ent conclusion  on  this  issue  than  that  reached  by  the 
court  below.  The  court  and  appellee  failed  to  reconcile 
their  positions  with  those  purposes,  just  as  they  did 
with  respect  to  the  section  351  issue.  So  far  as  they  are 
concerned,  if  a  partnership,  which  has  admittedly 
ceased  to  carry  on  the  venture  for  which  it  was  or- 
ganized, nevertheless  can  be  deemed  to  remain  in  ex- 
istence for  any  purpose,  no  matter  how  limited,  it  is 
sufficient  to  spring  the  trap  in  section  318  if  any  of 
the  partners  subsequently  deal  in  stock  in  another  unre- 
lated venture.  Under  the  undisputed  facts  of  the  in- 
stant case,  this  blind  obedience  to  the  strict  letter  of 
the  statute,  as  they  interpret  it,  means  that  an  irrele- 
vant technicality  would  deprive  appellant  of  its  funda- 
mental right  to  use  cost  to  determine  the  tax  basis  for 
assets  which  it  admittedly  must  pay  for.  Worse  yet, 
the  technicality  is  pure  fiction  as  applied  here,  and  ex- 
alts form  over  substance  to  its  most  absurd  limit.  It 
has  the  effect  of  conclusively  presuming  the  transac- 
tions to  be  not  at  arms  length  because  of  the  sellers' 
"constructive  control"  over  the  buyer — despite  actual 
findings  by  the  court  that  the  sellers  did  not  control 
the  buyer,  that  the  transactions  were  entirely  at  arms 
length  and  the  prices  paid  were  fair. 

The  point  we  are  trying  to  make  is  simply  that  the 
term  "partnership"  in  section  318,  which  is  not  defined 
in  the  statute  or  regulations,  must  be  given  a  meaning 
consistent  with  the  objectives  of  the  statute.  Partner- 
ship   "existence"    for    attribution    purposes    cannot    be 
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made  to  depend  upon  legal  formalities  of  the  type  relied 
upon  by  the  trial  court  and  appellee,  which  have  no  rele- 
vance to  the  underlying  reasons  for  constructive  owner- 
ship, without  making  a  travesty  of  the  statute. 

But  this  is  not  to  say  that  we  concede  Manchester 
"existed"  for  even  a  limited  purpose  after  the  March 
1,  1961  sale  of  its  assets.  Appellee  misstates  our  posi- 
tion when  he  suggests  that  our  contention  is  "Man- 
chester ceased  to  engage  in  an  active  trade  or  business 
on  March  1,  1961,  and  that,  although  it  was  not  legally 
dissolved  or  terminated,  it  was,  therefore,  not  in  exist- 
ence for  purposes  of  section  318."  On  the  contrary,  we 
contend  that  the  partnership  did  legally  "dissolve"  under 
California  law  on  March  1,  1961.  We  further  contend, 
that  it  "terminated"  for  purposes  of  partnership  taxa- 
tion under  section  708  of  the  Internal  Revenue  Code. 
(See  Appellant's  Br.  pp.  45-51.) 

Under  the  California  authorities  cited  in  our  opening 
brief,  at  pages  48-50,  "dissolution"  (as  distinguished 
from  "termination")  is  controlled  by  the  parties'  intent 
and,  in  the  absence  of  an  express  agreement  to  the  con- 
trary, is  accomplished  by  any  act  or  conduct  which  is 
inconsistent  with  the  continuance  of  the  partnership. 
Obviously,  the  cessation  of  business  and  sale  of  all 
partnership  assets  is  such  an  act  or  conduct  causing  dis- 
solution. More  important,  the  legal  effect  of  a  dis- 
solution is  to  immediately  revoke  the  agency  relationship 
among  the  partners  as  to  all  subsequent  obligations  and 
debts ;  and  it  precludes  any  basis  for  contending  there  is 
beneficial  ownership  by  the  partnership  or  its  partners 
with  respect  to  subsequent  unrelated  ventures  entered 
into  by  one  or  more  of  the  former  partners.  Hence, 
since  the  very  foundation  of  the  constructive  ownership 
rules  of  section  318  is  the  existence  of  an  agency  re- 
lationship and  presumed  beneficial  ownership,  after 
Manchester's  dissolution  there  was  absolutely  no  justi- 
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fication  to  apply  that  section  to  the  subsequent  cor- 
porate ventures  involving  appellant's  stock,  which  were 
in  no  way  connected  with  the  dissolved  partnership  ven- 
ture, Manchester  no  longer  "existed"  as  a  partnership 
within  the  meaning  and  contemplation  of  section  318. 

Appellee  makes  no  effort  to  justify  the  application 
of  section  318  to  a  dissolved  partnership.  Instead,  ap- 
pellee attempts  to  argue  that  there  was  no  dissolution, 
on  the  unique  theory  that  because  the  California  statute 
reads  that  a  partnership  is  dissolved  by  "any  partner 
ceasing  to  be  associated  in  the  carrying  on  as  dis- 
tinguished from  the  winding  up  of  the  business,"  there 
can  only  be  a  dissolution  when  "one  partner  ceases  to 
be  associated  with  the  venture."  (Appellee's  Br.  p.  46.) 
In  other  words,  appellee  argues  a  "dissolution"  does  not 
include  cessation  by  all  of  the  partners  at  the  same  time. 
Such  argument  not  only  lacks  authority,  it  defies  com- 
mon sense. 

The  two  California  cases  cited  by  appellee  do  not  in 
any  way  support  his  position.  They  do  not  even  discuss 
appellee's  "one  partner"  theory  and  deal  only  with  the 
legal  effect  of  a  partnership  dissolution.  Nor  are  they, 
or  the  statutory  provisions  quoted  in  appellee's  brief,  in 
the  least  inconsistent  with  the  authorities  cited  in  our 
brief  on  the  point  that  the  general  agency  relationship 
between  partners  ends  upon  dissolution.  They  simply 
mean  that  after  dissolution,  if  there  are  any  pre-existing 
obligations  to  be  taken  care  of,  there  is  a  winding  up 
period  during  which  the  partnership  continues  for  the 
limited  purpose  of  settHng  its  affairs;  and  during  any 
such  period,  the  partners  can  still  act  for  the  partner- 
ship as  to  those  pre-existing  matters.  But  this  cer- 
tainly does  not  mean  that  the  partners  have  any  au- 
thority to  act  as  to  new  matters — such  as  a  new  cor- 
porate venture  having  absolutely  no  relevance  whatever 
to  the  former  partnership  business  or  assets,  and  in- 
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volving  substantially  different  individuals,  as  is  the 
case  here.  Nor  does  it  mean  that  the  partnership  neces- 
sarily continues  after  dissolution  in  even  this  limited 
sense,  for  a  "winding  up"  period,  if  there  are  no  pre- 
existing- matters  to  be  handled. 

Appellee's  sweeping  dismissal  of  all  of  the  California 
authorities  cited  by  appellant  demonstrates  the  same 
myopia  with  which  appellee  examined  the  authorities  we 
cited  in  connection  with  the  section  351  issue.  While 
some  of  the  dissolution  cases  are  indeed  "Pre-Uniform 
Partnership  Act,"  such  fact  is  quite  irrelevant.  All  of 
those  which  were  decided  before  the  adoption  of  the 
code  sections  referred  to  by  appellee,  were  decided  under 
substantially  similar  earlier  code  provisions  dating  back 
to  1929,  and  involved  generally  accepted  principles  of 
partnership  law  which  have  not  changed.  In  short,  the 
authorities  we  cited  very  definitely  represent  the  law 
of  this  state  at  the  present  time  and  expressly  hold 
that  after  dissolution  by  cessation  of  business,  the 
agency  relationship  among  the  partners  ends  as  to  new 
matters.  See,  e.g.,  Credit  Bureau,  Inc.  v.  Beach, 
144  Cal.  App.  2d  439,  301  P.  2d  87  (1956);  Z^  Cal. 
Jur.  2d.,  Partnership,  §107,  pp.  22-23. 

With  respect  to  section  708(b)  of  the  Internal  Reve- 
nue Code,  we  agree  with  appellee  that  the  section  is  ap- 
plicable expressly  only  to  Subchapter  K  of  the  Code, 
dealing  with  partnership  taxation.  (Appellee's  Br.  p. 
44.)  In  fact  we  pointed  this  out  ourselves  in  our  open- 
ing brief,  and  further  pointed  out  that  the  objectives 
of  section  708  are  quite  different  from  those  of  section 
318.  There  are  good  reasons  to  require  that  a  partner- 
ship which  is  still  "winding  up  its  affairs"  should  not 
"terminate"  for  partnership  taxation  purposes,  so  that 
it  must  continue  filing  tax  returns,  etc.  But  such  rea- 
sons do  not  justify  considering  the  partnership  as  still 
being  in  existence  for  purposes  of  constructive  stock 
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ownership  in  unrelated  ventures.  Hence,  we  contend 
that  even  if  Manchester  could  not  be  deemed  "termi- 
nated" for  partnership  taxation  purposes  under  the 
technical  requirements  of  section  708,  it  was  no  longer 
a  "partnership"  within  the  meaning  of  section  318. 

But  we  nevertheless  refer  to  section  708  because  it  is 
clear  that  Manchester  did  terminate  under  that  section; 
and  a  partnership  which  no  longer  exists  under  Sub- 
chapter K  can  hardly  be  a  "partnership"  under  section 
318.  (See  discussion  ia  Appellant's  Br.  pp.  45-48.)  Ap- 
pellee's only  answer  t^  our  section  708  discussion  is  to 
state  the  same  patently  untenable  argument  that  he 
made  regarding  dissolution  under  California  law,  that 
the  section  only  applies  to  a  case  where  one  partner 
terminates,  citing  no  authority.  Appellee  also  says  this 
court's  decision  in  Hatch's  Estate  v.  Commissioner,  198 
F.  2d  26  (9th  Cir.  1952),  has  no  relevance  because  it 
did  not  decide  when  a  partnership  ceases  to  exist  for  tax 
purposes.  (Appellee's  Br.  p.  45.)  Again,  we  submit,  ap- 
pellee did  not  read  the  case  carefully  enough.  Moreover, 
appellee  declined  to  comment  at  all  on  the  significant 
case  of  James,  et  al.  v.  United  States,  63-1  U.S.T.C. 
§9478  (D.C.  Ga.  1963),  which  we  cited  to  demonstrate 
the  relevance  of  the  Hatch  case  to  section  708  and  the 
case  at  bar.  (Appellant's  Br.  p.  48.) 

In  essence.  Hatch  and  James  hold  that  a  single  sale  of 
substantially  all  of  a  partnership's  assets  and  intent 
not  to  continue  the  partnership's  business  constitutes  a 
sale  of  all  of  the  partners'  "interests"  in  the  partner- 
ship's capital  and  profits  for  tax  purposes.  Hatch  also 
indicates  that  the  filing  of  a  partnership  tax  return  for 
a  period  after  the  sale  does  not  mean  the  partnership 
was  still  in  existence  at  that  time.  But  the  most  im- 
portant point  of  all,  is  that  James  expressly  holds  that  a 
single  sale  of  assets  and  cessation  of  business  terminates 
the  partnership  on  the  date  of  the  sale  under  section  708. 
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These  authorities  compel  the  conclusion  that  Manchester 
automatically  "terminated"  under  section  708  on  the 
date  of  the  sale  of  all  its  assets,  March  1,  1961,  not- 
withstanding the  subsequent  filing  of  a  tax  return  re- 
porting collections  on  the  purchaser's  installment  note. 
How  can  such  a  partnership  still  be  in  existence  within 
the  meaning  and  purpose  of  section  318?^ 

When  this  issue  is  reduced  to  its  fundamental  con- 
siderations, the  question  is  simply  this :  Did  Congress  in- 
tend that  individuals  who  were  once  in  a  partnership 
which  has  been  liquidated,  should  become  con- 
structive owners  of  each  other's  stock  acquired  in  a  sub- 
sequent unrelated  venture — for  the  utterly  irrelevant 
reason  that  they  were  still  collecting  on  the  installment 
note  given  by  the  purchaser  of  their  partnership  ven- 
ture? Although  the  trial  court  so  held  and  appellee  so 
argues,  we  cannot  believe  Congress  had  such  an  unrea- 
sonable and  unjust  intent. 

Finally,  even  when  a  partnership  does  exist  for  sec- 
tion 318  purposes,  the  1964  amendment  to  that  section 
expressly  prohibits  multiple  reattribution  of  the  same 
stock  as  employed  by  the  court  here.  Contrary 
to  appellee's  assertion,  the  reattribution  process  is  not, 
even  now,  "virtually  endless"  (Appellees'  Br.  p.  48). 
Section  318(a)  (5)  now  expressly  precludes  even  "double 
attribution"  involving  partnerships,  as  we  believe  is  con- 
sistent with  Congress'  original  intent.  See  our  dis- 
cussion of  the  1964  amendment  at  pages  52-54  of  our 
opening  brief. 


'^It  should  be  noted  that  all  of  these  same  arguments  regard- 
ing dissokition  under  state  law  and  termination  under  section  708 
apply  with  equal  effect  to  American  Extraction  Co.,  the  other 
partnership  referred  to  by  appellee.  As  noted  previously,  how- 
ever, the  court  obviously  regarded  that  partnership  as  terminated 
because  the  sale  proceeds  from  the  disposition  of  its  assets  were 
reported  by  the  former  partners  in  their  individual  returns, 
rather  than  in  a  partnership  return. 
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Conclusion. 

For   the   reasons   stated   herein   and   in   our   opening 
brief,  we  urge  that  the  Judgment  must  be  reversed. 

Respectfully  submitted, 

Hill,  Farrer  &  Burrill, 
GiLLiN  &  Scott, 
Carl  A.  Stutsman,  Jr., 
Jack  R,  White, 
Glenn  M.  Alperstein, 

Attorneys  for  Appellant. 
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The  appellant  herein,  Baker  Commodities,  Inc.,  re- 
spectfully requests  that  a  rehearing  be  granted  in  the 
within  matter  following  the  decision  of  this  Court, 
filed  August  8,  1969. 

The  grounds  of  the  Petition  are  as  follows : 

I. 
The  Court's  Construction  and  Application  of  Sec- 
tions   318    and    334(b)(3)(C)    of    the    Internal 
Revenue  Code  Cannot  Be  Reconciled  With  the 
Congressional  Objectives. 

Appellant  recognizes  that  persons  for  rehearing  are 
rarely  granted,  notwithstanding  the  fact  that  such  pro- 
ceedure  is  theoretically  available  and  appropriate  in  any 
case  wherein  the  Court  has  committed  demonstrable 
error.  Nevertheless,  appellant  seeks  such  relief  in  the 
hope  that  this  Court  will  reconsider  the  points  urged 
in  this  Petition  because  of  the  disastrous  economic  con- 
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sequences  which  will  otherwise  flow  from  the  Court's 
decision — which  consequences,  in  light  of  the  indispu- 
table facts  and  the  Tax  Court's  findings,  would  be 
totally  unjust  and  unintended  by  Congress. 

In  substance,  the  Court  held  that  Manchester  Medical 
Hospital,  a  limited  partnership,  continued  to  exist  as  a 
"partnership"  within  the  meaning  of  Section  318  of 
the  Internal  Revenue  Code  after  it  had  ceased  to  op- 
erate the  sole  business  for  which  it  was  formed  and  had 
sold  all  of  its  assets  on  March  1,  1961.  Accordingly, 
some  of  the  "partners"  in  such  partnership  were  treated 
as  the  constructive  ov/ners  of  each  other's  stock  in  ap- 
pellant, acquired  after  March  1,  1961,  in  subsequent 
ventures  which  were  totally  unrelated  to  the  partnership 
venture.  Because  of  such  assumed  constructive  owner- 
ship of  appellant's  stock,  Section  334(b)(3)(C)  was 
applied  to  deny  to  appellant  a  new  cost  basis  under  Sec- 
tion 334(b)(2),  for  assets  purchased  in  two  separate 
transactions  occurring  on  June  26,  1961  and  December 
31,  1962. 

Nowhere  in  the  Opinion,  however,  does  the  Court  dis- 
cuss the  purpose  or  rationale  for  constructive  stock 
ownership  under  Section  318,  or  the  reason  that  a  new 
basis  is  denied  under  Section  334(b)(3)(C),  if  such 
constructive  ownership  is  present.  Indeed,  the  Court's 
interpretation  of  these  Code  sections  strongly  indicates 
that  it  either  did  not  understand  the  statutory  objec- 
tives or  was  unconcerned  about  Congressional  intent. 

As  we  attempted  to  point  out  in  our  briefs,  the  basis 
on  which  Congress  deemed  it  necessary  to  attribute 
stock  owned  by  a  partner  to  a  partnership  is  that  there 
is  a  relationship  of  agency  between  partner  and  partner- 
ship which  arises  by  law  from  the  nature  of  the  partner- 
ship entity.  Similarly,  the  attribution  of  stock  owned 
by  a  partnership  to  its  partners  in  proportion  to  their 
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partnership  interests,  is  based  upon  the  principle  of 
beneficial  ownership  which  is  inherent  in  this  particular 
form  of  legal  relationship.  These  are  referred  to  as 
the  ''agency  rule"  and  the  "beneficial  ownership  rule," 
respectively.  We  called  them  to  the  Court's  attention  by 
citing  the  Congressional  Committee  Reports  in  connec- 
tion with  the  1964  amendment  eliminating  "sidewise  at- 
tribution" from  Section  318.  (2  U.S.  Code  Congres- 
sional &  Administrative  News,  1964,  pp.  3401-3404).^ 


^A  relevant  excerpt  from  the  Committee  Reports  is  as  fol- 
lows: 

"To  forestall  such  tax  avoidance,  the  1954  code  contains 
certain  stock  'attribution'  rules  wherein  stock  held  by  a 
close  family  member  or  by  a  partnership,  estate,  trust,  or 
corporation  in  which  he  has  an  interest  is  attributed  to 
the  person  in  question  in  determining  whether  a  distribu- 
tion from  a  corporation  is  in  partial  or  complete  liquidation 
of  his  interest  in  the  corporation.  These  attribution  rules 
(contained  in  sec.  318  of  the  code)  not  only  are  applicable 
in  determining  whether  a  stock  redemption  is  to  be  treated 
as  a  dividend  or  as  an  exchange  for  stock  (sec.  302)  but 
also  apply  to  numerous  other  situations  as  well.  However, 
in  these  other  cases,  the  applicability  of  the  rules  vary 
somewhat. 

In  the  case  of  a  stock  redemption  they  provide  that 
stock  owned  by,  or  for,  a  partnership,  trust  or  estate  or 
corporation  (in  the  case  of  a  corporation,  however,  only  if 
the  person  has  a  50-percent  or  greater  stock  interest)  is  to 
be  considered  as  owned  proportionately  (pro  rata,  according 
to  their  interest)  by  the  partners,  beneficiaries  or  share- 
holders. This  is  what  might  be  called  a  'beneficial  owner- 
ship' rule.  In  addition,  stock  owned  by  or  for  a  partner  or 
beneficiary  or  shareholder  (again,  in  this  latter  case  only  if 
50  percent  or  more  of  the  stock  is  owned  by  the  person) 
is  considered  for  purposes  of  the  dividend  rule  previously 
referred  to  as  being  owned  by  the  partnership,  estate,  or 
corporation.  This,  in  effect,  is  what  might  be  considered 
an  'agency  attribution'  rule. 

The  operation  of  these  two  attribution  rules  together 
means,  for  example,  that  stock  of  a  corporation  held  by  a 
partner  is  considered  to  be  stock  held  by  any  partnership 
of  which  he  is  a  member  (agency  rule).  This  stock,  which  is 
considered  to  be  held  by  the  partnership,  is  then  attributed 
(to  the  extent  of  his  interest)  to  any  other  partner  in  the 
partnership  (beneficial  ownership  rule).  This  double  appli- 
cation of  these  rules  has  become  known  as  sidewise  attribu- 
tion." 
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The  Court  seems  to  have  misunderstood  these  Com- 
mittee Reports,  however,  because  the  Court's  Opinion 
cites  them  for  precisely  the  opposite  proposition:  that 
even  if  the  agency  relationship  no  longer  exists  under 
state  partnership  law,  "the  attribution  rules  of  §  318  are 
not  dependent  upon  the  existence  of  any  agency  relation- 
ship between  the  parties  or  entities."  Appellant  cannot 
conceive  of  any  other  rationale  for  attribution  through 
a  partnership.  Surely,  the  Court  does  not  believe  that 
Congress  arbitrarily  adopted  the  fiction  of  constructive 
ownership  for  no  reason  at  all.  Appellant  respectfully 
suggests  that  if  the  Court  would  again  read  the  Com- 
mittee Reports  referred  to  it  will  find  that  Congress 
explicitly  had  in  mind  and  relied  upon  the  legal  relation- 
ships of  agency  and  beneficial  ownership  as  the  basis 
for  partnership  attribution  when  it  enacted  Section  318. 
Hence,  the  existence  of  such  legal  relationships  must 
be  regarded  as  the  sine  qua  non  for  attribution. 

Perhaps  the  Court  was  misled  by  appellant's  argu- 
ment that  the  1964  amendment  eliminating  sidewise  at- 
tribution should  be  regarded  as  an  indication  of  Con- 
gressional intent.  The  Court  may  have  thought  that 
because  the  amendment  was  not  made  retroactive  the 
discussion  of  agency  and  beneficial  ownership  in  the 
Committee  Reports  did  not  apply  to  attribution  before 
the  effective  date  of  the  amendment.  But  the  Com- 
mittee Reports  plainly  refer  to  the  original  rationale 
for  attribution  when  they  discuss  the  agency  and  bene- 
ficial ownership  rules. 

In  construing  the  requirements  for  partnership  at- 
tribution in  the  context  of  this  case,  the  Court  also 
ignored  the  reason  Congress  made  the  benefits  of  Sec- 
tion 334(b)(2)  dependent  upon  a  purchase  of  stock 
from  one  whose  stock  was  not  attributed  to  the  pur- 


chasing  corporation  under  Section  318.  Section  318,  as 
the  aforementioned  Committee  Reports  show,  is  de- 
signed to  prevent  tax  avoidance  in  transactions  between 
'persons  who  have  a  common  economic  relationship. 
Thus,  in  referring  to  the  attribution  rules  of  Section 
318  in  Section  334(b)(3)(C),  Congress  intended  to 
prevent  possible  tax  avoidance  by  denying  a  new  and 
higher  basis  for  assets  allegedly  purchased  by  a  cor- 
poration from  a  party  who  controlled  the  acquiring  cor- 
poration (having  50%  or  more  of  the  stock  of  such 
corporation),  and,  therefore,  who  should  be  presumed 
not  to  have  been  dealing  at  arms  length.  But  the  Tax 
Court's  findings  clearly  establish  that  actual  control  of 
appellant  by  the  Jerome  Brothers  did  not  exist,  the  par- 
ties in  fact  did  deal  entirely  at  arms  length,  and  the 
price  which  they  bargained  for  was  fair. 

Thus,  the  Court's  interpretation  of  Sections  318  and 
334(b)(3)(C)  have  produced  an  anomaly.  Purely  artifi- 
cial "control"  of  appellant  (30%  actual  plus  21.5%  con- 
stitutional ownership),  raising  an  admittedly  false  pre- 
sumption that  the  parties  did  not  deal  at  arms  length, 
was  created  by  a  technical  construction  of  the  meaning  of 
the  term  "partnership"  which  bears  no  relation  to  the 
economic  realities  of  the  situation.  Yet  the  Court  made 
''no  attempt  to  reconcile  this  patently  unconscionable  re- 
sult with  the  statutory  purposes.  It  is  inconceivable  that 
Congress  intended  that  an  arms  length  corporate  trans- 
action may  be  denied  the  normal  tax  treatment  accorded 
such  a  transaction  merely  because  the  Court  concluded 
an  unrelated  and  dissolved  partnership  involving  some 
of  the  stockholders  had  not  been  liquidated  fully  at  the 
time  such  transaction  was  entered  into.  The  Court  was 
simply  oblivious  to  the  real  Congressional  objectives 
when  it  construed  Sections  318  and  334(b)(3)(C)  in 
this  manner. 
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II. 

The   Court   Misunderstood   the   Legal   Effect   of   a 

Dissolution  Under  Partnership  Law. 

Contrary  to  the  Court's  mistaken  belief,  we  have 
shown  in  the  preceding  section  of  this  Petition,  as  we 
did  in  our  briefs,  that  it  is  the  agency  relationship  in- 
herent in  a  partnership  which  provides  the  reason  for 
the  partnership  constructive  ownership  rules  of  Section 
318.  We  also  urged  in  our  briefs  that  the  cessation  of 
business  and  sale  of  all  of  the  assets  of  the  partnership 
constituted,  at  the  very  least,  a  "dissolution"  (as  dis- 
tinguished from  a  "termination")  under  California  law 
and  under  general  principles  of  partnership  law.  (In 
addition  to  the  California  authorities  cited  in  our  briefs, 
see  40  Am.Jur.,  Partnership,  §243,  p.  229.)  We  further 
argued  that  even  though  a  partnership  is  regarded  as 
continuing  in  existence  after  a  dissolution,  for  the  lim- 
ited purpose  of  winding  up  its  affairs,  the  unquestioned 
legal  effect  of  the  dissolution  is  to  immediately  destroy 
the  agency  relationship  between  the  partners  and  the 
partnership  as  to  any  subsequent  matters  which  are  not 
related  to  the  former  partnership  venture.  Hence,  after 
March  1,  1961,  there  was  no  legal  relationship  of  agen- 
cy between  Manchester  and  its  former  partners,  which 
could  apply  to  the  subsequent  stock  transactions  involv- 
ing appellant;  and  since  the  reason  for  the  rule  of  part- 
nership attribution  no  longer  existed,  such  dissolved 
partnership  cannot  be  regarded  as  "existing"  within  the 
meaning  of  Section  318. 

In  addition  to  its  misconception  that  no  agency  re- 
lationship is  required  for  partnership  attribution,  the 
Court  seems  to  have  completely  misunderstood  appel- 
lant's argument  that  the  partnership  agency  with  re- 
spect to  Manchester  was  destroyed  by  the  dissolution 
on  March  1,   1961.  In  answer  to  appellant's  argument 
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and  authorities  on  this  point,  the  Court  merely  repeat- 
ed, in  a  footnote,  the  erroneous  and  irrelevant  state- 
ments offered  by  the  government  in  its  brief  to  the 
effect  that  all  of  the  cases  relied  upon  by  appellant 
were  either  prior  to  the  adoption  by  California  of  the 
Uniform  Partnership  Act,  or  dealt  with  questions  as  to 
whether  a  particular  partner  was  part  of  the  partner- 
ship agency  at  a  particular  time.  The  Court  then  went 
on  to  say  that  appellant  had  ignored  the  Uniform  Part- 
nership Act  sections  which  deal  with  the  effect  of  a 
dissolution.  We  did  not  ignore  them. 

In  our  briefs,  we  attempted  to  make  it  clear  that  we 
fully  recognized  the  distinction  between  in  dissolution 
and  a  termination  under  partnership  law;  and  that  a 
partnership  continues  in  existence  after  dissolution  and 
is  finally  terminated  only  when  all  of  the  patnership's 
affairs  have  been  wound  up.  But  the  real  point  which 
we  were  trying  to  make  was  that  after  a  dissolution, 
but  prior  to  termination,  there  is  no  agency  relationship 
as  to  new  matters.  This  is  a  long-settled  principle  of 
partnership  law  which  was  in  no  way  changed  by  the 
Uniform  Partnership  Act.^ 

The  following  discussion  from  American  Jurispru- 
dence is  illustrative  of  the  point : 

"While  it  is  often  said  that  the  dissolution  of  a 
partnership  terminates  its  existence,  it  is  perhaps 
more  accurate  to  say  that  dissolution  denotes  that 
change  in  the  partnership  relation  which  ultimately 

^The  authoities  on  which  we  relied  included  California  cases 
decided  well  after  adoption  of  the  Uniform  Partnership  Act. 
Just  to  give  one  example,  the  case  of  Credit  Bureau  of  San 
Diego  v.  Beach,  (1956)  144  Cal.App.  439,  cited  in  both  of  our 
briefs,  stated  (at  p.  443)  :  "When  a  partnership  is  dissolved 
the  authority  of  one  partner  to  create  a  new  obligation  for  the 
partnership  is  revoked  and  his  agency  for  his  copartner  ends." 
This  principle  is  not  limited  to  a  single  partner ;  there  is  no 
agency  among  any  of  the  partners  after  a  dissolution. 
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culminates  in  its  termination.  It  is  true  that  except 
for  the  purpose  of  winding  up  the  business  of  the 
firm,  a  partnership  ceases  to  exist  immediately  upon 
dissolution;  yet  it  is  hardly  necessary  to  cite  au- 
thorities for  the  proposition  that  after  dissolution 
a  partnership  is  considered  as  maintaining  a  limited 
existence  for  the  purpose  of  making  good  all  out- 
standing engagements,  of  taking  and  settling  all 
accounts,  and  collecting  all  the  property,  means, 
and  assets  of  the  partnership  existing  at  the  time 
of  its  dissolution,  for  the  benefit  of  all  interested. 
This  principle  is  recognized  in  the  Uniform  Part- 
nership Act.  Dissolution  of  a  partnership  terminates 
of  course  the  general  agency  of  partners  grow- 
ing out  of  the  partnership  relation,  and  implied  pow- 
er to  act  for  the  partnership,  except  so  far  as  such 
agency  and  implied  powers  may  he  necessary  to  the 
winding  up  of  the  partnership  business."  (Em- 
phasis Added.) 

40  Am.  Jur.  Partnership  §264,  pp.  312-313. 

Because  of  its  misunderstanding  of  these  principles, 
the  Court  did  not  deal  with  what  are  really  the  critical 
questions  presented  by  appellant's  argument  here:  does 
the  Hmited  existence  of  a  partnership  after  dissolution, 
but  prior  to  a  final  winding  up,  serve  the  statutory 
purpose  for  stock  attribution  through  such  partnership? 
If  not,  how  can  it  still  be  a  "partnership"  within  the 
meaning  and  intent  of  Congress  when  it  enacted  Sec- 
tion 318? 
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III. 
The  Court  Misinterpreted  Section  708  of  the  Internal 
Revenue  Code  and  the  Authorities  on  Which 
Appellant  Relied  in  Connection  Therewith. 

In  our  briefs  to  the  Court,  we  referred  to  Section 
708  of  the  Internal  Revenue  Code  and  argued  that 
Manchester  Partnership  "terminated"  within  the  mean- 
ing of  that  Section.  We  pointed  out,  however,  that  the 
termination  provisions  of  Section  708  are  expressly  lim- 
ited to  Subchapter  K,  dealing  with  partnership  taxa- 
tion (which  does  not  include  Section  318),  and  the  fac- 
tors relevant  to  termination  for  partnership  tax  pur- 
poses are  quite  different  from  those  involved  in  the  con- 
structive ownership  question.  It  should  also  be  borne 
in  mind  that  "termination"  under  Section  708  does  not 
necessarily  mean  the  same  thing  as  a  final  termination 
(following  dissolution  and  winding  up)  under  normal 
partnership  law. 

It  was,  and  still  is,  our  position  that  if  Manchester 
"terminated"  under  Section  708,  it  can  no  longer  be  re- 
garded as  existing  for  any  tax  purpose,  including  Sec- 
tion 318  purposes.  But  we  also  contended  and  contend 
that  even  if  Manchester  had  not  yet  terminated  under 
the  technical  requirements  of  Section  708,  it  never- 
theless should  not  be  regarded  as  existing  for  Section 
318  purposes  after  "dissolution"  under  partnership  law, 
for  the  reasons  stated  previously.  The  limited  purposes 
for  which  a  partneship  may  exist  after  dissolution,  but 
prior  to  a  technical  termination  of  its  tax  liability  under 
Section  708,  have  no  relevance  to  constructive  owner- 
ship under  Section  318.  The  Court  never  discussed  this 
alternative  argument  and  merely  held  that  there  was 
no  termination  under  Section  708. 

Furthermore,  the  Court  was  in  error  in  its  under- 
standing of  Section  708  and  the  authorities  on  which 


— 10~- 

appellant  relied  in  connection  therewith.  Our  argu- 
ment was  that  the  cessation  of  business  followed  by  a 
single  sale  of  all  of  the  partnership  assets  on  March 
1,  1961,  constituted  a  sale  of  the  entire  partnership 
interests  on  that  date.  This  is  to  be  distinguished  from 
a  mere  sale  of  assets  by  a  partnership  which  thereafter 
continues  carrying  on  a  partnership  business.  A  sale 
of  the  entire  partnership  interests  results  in  an  im- 
mediate termination  of  the  partnership  under  Section 
708(b)(1)(B).  As  authority  for  this  argument,  we  re- 
lied upon  Hatch's  Estate  v.  Commissioner,  198  F.2d  26 
(9th  Cir.  1952) ;  Barran  v.  Commissioner,  334  F.2d  58, 
64-65  (5th  Cir.  1964) ;  and  James,  et  al.  v.  United 
States,  63-1  U.S.T.C.  Para.  9478  (D.C.  Ga.  1963). 

The  Court's  Opinion  attempts  to  distinguish  Hatch 
and  Barran  (without  mentioning  James).  We  submit 
that  the  grounds  urged  for  such  distinction  are  irrele- 
vant. The  Court's  emphasis  on  the  fact  that  those  cases 
involved  sales  of  a  "going  business,"  whereas  Manches- 
ter's business  had  ceased  to  actively  operate  several 
months  prior  to  the  sale,  misses  the  real  point.  In 
the  instant  case,  just  as  in  Hatch  and  Barran,  assets 
which  comprise  the  entire  partnership  business  were 
sold  in  a  single  sale  to  an  unrelated  party  which  desired 
to  take  over  and  operate  such  business.  Thereafter, 
Manchester  no  longer  engaged  in  any  business.  Thus, 
the  material  facts  are  squarely  within  the  rationale  of 
Hatch's  Estate  and  Barran.  It  makes  no  difference 
whatever  that  the  partnership  was  forced,  for  financial 
reasons,  to  shut  down  operations  before  the  assets  were 
sold.  It  still  sold  a  "business,"  rather  than  isolated  assets. 

We  do  not  find  anything  in  the  Barran  case  to 
justify  the  Court's  statement  that  after  the  sale  there, 
no  payments  were  paid  to  the  partnership  but  cash 
was  paid  directly  to  the  individual  partners.  The  only 
monthly  payments  to  the  individual  partners  to  which 
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we  find  reference  in  the  opinions  of  the  Tax  Court  and 
Court  of  Appeals  were  for  separate  covenants  not  to 
compete,  signed  by  each  of  the  partners  in  their  indi- 
vidual capacity.  There  was  also  an  unpaid  balance  of 
the  purchase  price  for  the  partnership's  assets  after 
the  sale  date,  but  neither  of  the  opinions  indicated  how 
such  money  was  paid.  The  contract  of  sale  recited  that 
the  money  would  be  paid  to  the  partnership.  In  any 
event,  it  is  clear  from  the  context  of  both  Barran  and 
Hatch's  Estate  that  the  precise  technical  manner  in 
which  the  payment  of  the  sale  price  is  made,  whether 
directly  to  the  individuals  or  in  the  name  of  the  part- 
nership followed  by  distribution,  has  nothing  to  do 
with  the  principle  on  which  those  decisions  are  based. 

In  both  Hatch's  Estate  and  Barran  some  minor  as- 
sets and  cash  were  retained  in  the  name  of  the  part- 
nership for  some  period  after  the  sale.  Failure  to  im- 
mediately Hquidate  and  distribute  these  assets  to  the  in- 
dividual partners  did  not  prevent  the  sale  from  op- 
erating to  terminate  the  partnership.  The  question  is, 
what  was  the  intent  of  the  parties  as  shown  by  the 
substance  of  the  transaction.  If  they  did  not  intend  to 
carry  on  as  a  partnership  after  the  sale  of  their  assets, 
such  sale  is  regarded  as  a  sale  of  their  interests  in  the 
partnership,  terminating  the  partnership.  There  has 
never  been  any  doubt  that  the  partners  in  Manchester 
did  not  intend  to  carry  on  any  further  partnership  busi- 
ness when,  on  March  1,  1961,  they  sold  the  entire  as- 
sets of  the  partnership.  They  did  not  retain  any  as- 
sets for  subsequent  liquidation,  as  was  true  in  Hatch 
and  Barran.  They  did  no  more  than  collect  and  dis- 
tribute the  proceeds  from  the  sale. 

Nor  does  it  matter  that  the  final  partnership  re- 
turn for  Manchester  was  for  the  period  ending  Au- 
gust 31,  1962,  and  that  returns  for  1961  and  1962 
were  filed  showing  collections  of  the  sale  price.     The 
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filing  of  such  returns  did  not  keep  the  partnership  in 
existence  after  it  terminated  by  reason  of  the  sale. 
Hatch's  Estate  v.  Commissioner,  supra;  Cf.  Avent  v. 
Commissioner,  76  F.2d  386  (5th  Cir.  1935).^ 

The  Court  misplaced  its  reliance  on  the  Tax  Court's 
decision  in  Foxman  v.  Commissioner,  41  T.C.  353 
(1964),  affirmed  on  other  grounds  352  F.2d  466  (3rd 
Cir.  1965).  That  case  does  not  stand  for  the  proposi- 
tion that  a  partnership  must  sell  a  "going  business"  in 
order  that  it  will  be  treated  as  a  sale  of  the  partnership 
interests,  rather  than  a  mere  sale  of  assets.  Moreover, 
there  the  Tax  Court  held  that  the  subject  partnership 
did  not  terminate  after  a  sale  of  its  assets  because  the 
partners  engaged  in  activities  thereafter  which  indicated 
an  attempt  to  prevent  a  termination  and  an  intent  to 
carry  on  business  as  a  partnership.  This  fact  alone  dis- 
tinguishes Foxman  from  the  instant  case.  Finally,  the 
authority  relied  upon  by  the  Tax  Court  in  Foxman 
was  its  own  decision  in  Emmette  L.  Barran,  39  T.C. 
515-528,  which  was  subsequently  reversed  on  appeal  on 
the  very  point  for  which  it  was  cited.  Barran  v.  Cony- 
mis  sioner,  supra^ 

The  Tax  Court  in  Barran  held  that  there  was  no 
termination  under  Section  708  because  "There  was  a 
continuation  of  partnership  activities  after  the  sale  of 
the  bulk  of  the  partnership  assets,  and  at  no  time 
ws  there  a  sale  ...  of  any  interest  in  the  partnership 
profits."   (39  T.C.  at  528.)  The  Court  stated   (as  did 


^In  view  of  the  fact  that  the  final  return  for  the  partnership 
was  for  a  period  ending  August  31,  1962,  there  is  absolutely 
no  proper  basis  for  the  Court's  conclusion  that  the  partnership 
was  still  winding  up  its  affairs  at  the  time  of  the  December  31, 
1962,  transaction. 

■*The  Fifth  Circuit's  reversal  of  the  Tax  Court  in  Barran 
occurred  on  July  9,  1964,  after  the  Tax  Court  had  already  de- 
cided Foxman  on  January  16,  1964. 
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this  Court  in  the  instant  case)  that  there  was  no  evi- 
dence in  the  record  as  to  when  the  winding  up  and 
final  liquidation  of  the  partnership  occurred.  The  Tax 
Court  also  purported  to  distinguish  Hatch's  Estate  on 
the  basis  of  differing  language  in  the  contracts  of  sale, 
noting  (as  did  this  Court  in  the  instant  case)  that  the 
contract  of  sale  there  under  scrutiny  referred  only  to 
assets.  Hence,  it  was  concluded  that  the  sale  was  one 
of  assets  rather  than  the  partnership  interests.  The 
Fifth  Circuit  Court  of  Appeals,  in  reversing  the  Tax 
Court  on  this  question,  said  that  the  case  was  indis- 
tinguishable from  Hatch's  Estate.  All  of  the  partner- 
ship assets,  except  cash  and  a  small  piece  of  real  prop- 
erty not  used  in  the  business,  had  been  transferred  to  a 
purchaser  which  intended  to  operate  the  business  form- 
erly operated  by  the  partnership.  The  Court  of  Ap- 
peals concluded  (at  p.  65) : 

"Moreover,  the  evidence  shows  no  business  ac- 
tivity whatsoever  engaged  in  by  the  partnership 
after  November  1,  1957  [the  date  of  sale]  ;  no  in- 
come was  generated  after  that  time.  Under  these 
circumstances,  we  find  that  in  substance  the  trans- 
action was  a  sale  of  partnership  interests,  and  the 
Tax  Court  erred  as  a  matter  of  law  in  not  so  con- 
struing it.  See,  Thornley  v.  Commissioner  .  .  .  [147 
F.2d  416,  420  (3rd  Cir.  1945)]" 

We  submit  that  the  instant  case,  like  Barran,  is  in- 
distinguishable from  this  Court's  decision  in  Hatch's 
Estate.  The  Court's  present  attempt  to  distinguish 
Hatch's  Estate  and  rely  on  Foxman  is  just  as  er- 
roneous as  was  the  Tax  Court's  attempt  to  do  so  in 
Barran.  The  transaction  was  a  sale  by  Manchester  of 
its  entire  partnership  assets  and  the  partners  did  not 
thereafter  engage  in  any  business  activity.  Hence,  it  was 
in  substance  a  sale  of  the  entire  partnership  interests. 
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A  sale  of  over  50  per  cent  of  the  partnership  interests 
automatically  terminates  the  partnership  on  the  date  of 
the  sale  under  Section  708(b)(1)(B),  regardless  of 
any  so-called  "winding  up"  which  may  occur  thereafter. 
Reg.  §1.708-1  (b).' 

IV. 
Appellant  Is  Entitled  to  a  Stepped  Up  Basis,  Irre- 
spective of  Section  334(b)(2),  Under  the  Kim- 
bell-Diamond  Doctrine.  This  Court's  Decision 
Is  in  Conflict  With  That  Case  and  With  a 
Recent  Decision  of  the  Court  of  Claims. 

It  is  undisputed  that  appellant  purchased  the  stock  of 
Old  Baker  and  Kerman  Tallow  in  1961,  and  Veronica 
in  1962,  for  the  express  purpose  of  acquiring  the  assets 
of  those  corporations.  In  each  case,  the  price  was 
based  on  the  value  of  the  assets  and  did  not  include 
good  will.  Immediately  after  purchasing  the  stock,  the 
acquired  corporations  were  liquidated  and  the  purchase 
price  for  the  stock  was  allocated  to  the  assets  received  in 
liquidation.  Thus,  a  classic  case  is  presented  for  an 
application  of  the  doctrine  that  substance  controls  form, 
so  that  the  transactions  are  treated  for  tax  purposes  as 
straight  purchase  of  assets  giving  appellant  a  basis  for 
such  assets  equivalent  to  their  cost.  The  separate  steps 
of  purchasing  stock  and  liquidation  are  in  reality  a 
single  transaction.    This  was  precisely  the  result  reached 


^Contrary  to  the  Court's  opinion,  Manchester  did  not 
merely  cease  "engaging  in  its  principal  business  activity."  The 
evidence  was  undisputed  that  it  engaged  in  no  business  ac- 
tivity after  March  1,  1961.  The  only  "winding  up"  involved, 
was  collection,  distribution  and  reporting  of  the  proceeds  of  the 
final  sale  of  its  business  and  assets.  In  any  event,  a  distinction 
must  be  drawn  between  a  termination  under  Section  708(b)(1)- 
(B),  which  occurs  on  the  date  of  sale,  and  a  termination  by 
reason  of  a  mere  cessation  of  business  under  Section  708(b)- 
(1)(A),  which  requires  a  complete  liquidation  and  distribu- 
tion. 


—15— 

under  analogous  facts  in  the  landmark  case  of  Kimhell- 
Diawiond  Milling  Co.  v.  Commissioner,  14  T.C.  74 
(1950),  affirmed  per  curiam,  187  F.2d  718  (5th  Cir. 
1951),cert.  den.  342U.S.  827. 

Although  the  KimJj ell-Diamond  case  was  decided 
prior  to  the  1954  Internal  Revenue  Code,  and  in  fact 
provided  the  rationale  for  Congress'  inclusion  of  Section 
334(b)(2)  in  the  1954  Code,  a  recent  decision  of  the 
Court  of  Claims  holds  that  Kimh ell-Diamond  remains 
viable  in  post  1954  Code  years.  The  case  is  American 
Potash  &  Chemical  Corporation  v.  United  States,  339 
F.2d  194  (Ct.Cl.  1968),  on  rehearing  402  F.2d  1000 
(1968).  It  held  that  Congress'  adoption  of  Section 
334(b)  (2)  did  not  pre-empt  the  Kimh  ell-Diamond  doc- 
trine, and  therefore.  Section  334(b)(2)  is  not  the  ex- 
clusive mechanism  for  obtaining  an  exception  to  the 
carryover  basis  rules  of  Section  334(b)(1),  which  ap- 
ply to  the  normal  liquidation  of  a  subisidaiary  corpora- 
tion by  a  parent. 

Accordingly,  even  though  the  taxpayer  in  American 
Potash  admitted  failure  to  comply  with  Section  334(b)- 
(2),  the  Court  remanded  the  case  for  a  further  trial  to 
determine  the  presence  or  absence  of  the  factual  cir- 
cumstances wherein  the  Kimb ell-Diamond  doctrine  has 
been,  or  should  be,  applied.  In  this  regard,  the  Court 
said  (at  p.  209)  : 

"In  general,  it  has  been  deemed  applicable  when 
an  acquiring  corporation  planned  from  beginning 
to  end  (and  had  a  subjective  intent)  to  acquire  as- 
sets of  another  corporation  and,  to  obtain  the  as- 
sets, it  either  chose,  or  was  required,  to  purchase 
the  stock  of  the  other  corporation  and  liquidate.  The 
stock  purchase  is  an  interim,  transitory  step  in 
what  is  deemed  a  single  unified  purchase  of  as- 
sets." 
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The  instant  case  presents  an  even  stronger  case  for 
application  of  the  Kimhell-Diamond  doctrine  than  does 
American  Potash.  Here,  the  liquidation  followed  the 
stock  purchases  immediately.  In  American  Potash,  there 
was  an  interval  of  seven  months. 

Also,  the  reason  for  non-compliance  with  the  tech- 
nical requirements  of  Section  334(b)(2)  in  American 
Potash  was  that  the  stock  was  not  acquired  within  the 
required  period  of  12  months,  but  rather  extended  over 
some  14  months.  Hence,  neither  the  express  letter  nor 
the  purpose  of  the  statute's  technical  limitations  were 
met.  By  contrast,  in  the  instant  case,  the  purpose  of  the 
statute  was  squarely  met.  It  is  only  the  Court's  techni- 
cal construction  of  Sections  318  and  334(b)(3)(C) — 
without  any  relevance  to  the  purpose  for  such  limitations 
— which  prevents  literal  compHance  with  Section  334 
(b)(2). 

We  believe  the  Tax  Court's  findings  and  the  undis- 
puted facts  of  this  case  conclusively  establish  that  the 
requirements  for  an  application  of  the  Kimhell-Diamond 
doctrine  are  present.  At  the  very  least,  however,  the 
i  Court  should  remand  the  case  to  the  Tax  Court  for  a 
further  determination  of  the  necessary  factual  issues,  as 
the  Court  of  Claims  did  in  American  Potash. 

We  recognize  that  this  argument  is  being  raised  for 
the  first  time  in  this  proceeding.  However,  we  did  not 
have  the  benefit  of  the  Am£rican  Potash  case  when  the 
matter  was  decided  by  the  Tax  Court;  and  the  report 
of  the  Court  of  Claims'  decision  had  only  reached  the 
advance  sheet  stage  by  the  time  our  appellate  briefs 
were  filed  and  we  were  unaware  of  it.  In  any  event,  it 
is  certainly  not  too  late  to  raise  the  point.  One  of  the 
purposes  of  the  Rehearing  procedure  is  to  permit  par- 
ties to  call  to  the  Court's  attention  recent  develop- 
ments in  the  law  which  were  not  considered  in  the  briefs 
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or  in  the  Court's  opinion,  and  which  have  a  material 
bearing  on  the  proper  disposition  of  the  matter.  Un- 
questionably, under  these  circumstances,  substantial  jus- 
tice requires  that  this  question  be  considered  by  the 
Court.  To  refuse,  would  merely  add  one  more  technical 
justification  for  an  unconsciouable  tax  result  which  may 
well  cause  the  financial  ruin  of  this  appellant. 

Respectfully  submitted, 

Hill,  Farrer  &  Burrill, 
Carl  A.  Stutsman,  Jr., 
Jack  R.  White, 
GiLLiN  &  Scott, 
Glenn  M.  Alperstein, 
Attorneys  for  Appellant. 


Certificate. 

I  hereby  certify  that  in  my  judgment  the  petition  for 
rehearing  is  well  founded  and  further  certify  that  it  is 
interposed  for  delay. 

Jack  R.  White 
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